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ABSTRACT
Users of financial statements have become increasingly concerned 
with forecast data, especially since the 1973 SEC revocation of its ban 
on projections In SEC-flled documents. Forecasts are not currently pub­
lished to any great extent. Independent accountants are not publicly 
Involved with forecasts which have been released under this SEC ruling.
Three issues appeared to be most critical in the published forecast 
area. One objective was to Investigate the usefulness of a computerized 
forecasting model as a supplement to or substitute for projections pre­
pared by internal budgeting staffs. There also needs to be a wider ex­
perience base of forecasting before accountants become publicly Involved 
with forecasts. Finally, if there is to be public involvement by accoun­
tants, forecast reporting principles and auditing standards supporting 
the expression of an audit opinion need to be developed.
RESEARCH METHODS
To Investigate the usefulness of computerized forecasting models, 
the Delphi XX model was used to simulate net Income for Communications 
Industries, Inc., from 1969 through 1973. This model relies upon financial 
statement structure, ratio analysis, and trend extrapolation. The generated 
profit forecasts were compared with actual profits to determine the rela­
tive accuracy and usefulness of the model.
A simulated forecast experience was conducted with the participation 
of Communications Industries. The company management provided a 
profit forecast for 1974 which was considered suitable for public
X
disclosure, although disclosure was not made. Actual results were moni- 
tored throughout the year. The actual Income statement for 1974 was com­
pared with the forecast to highlight significant variances which would 
have warranted explanation In public disclosure. This empirical forecast 
experiment added to the experience base which must be established in the 
area of published forecasts.
Recommended forecast reporting principles and a set of forecast 
auditing standards were developed. The reporting principles were based 
in part upon literature survey and analysis of Fuqua Industries published 
forecasts and annual financial statements. The auditing standards were 
formulated by reason, analysis of traditional auditing standards, and 
experience gained from the experiment with Communeations Industries.
GENERAL CONCLUSIONS
Using the Delphi XX model, It was found that such computer models 
may be acceptable as a supplement to detailed budgetary projections. 
Computer-based models can produce useful forecasts if management estimates 
of sales and fixed expenses are accurate and if financial statement rela­
tionships are relatively constant over time. Since several budgetary 
estimates are required input for forecasting purposes, these models could 
not be a total substitute for other forms of Internal budgeting.
Through the participation of Communications Industries in a simulated 
forecasting experience, the feasibility of forecasting was demonstrated 
and the experiment permitted the examination of problems and issues in­
volved. The company provided a reasonably accurate income statement fore­
cast for 1974 and explanations of variances between the forecast and 
actual results.
Forecast reporting principles are concerned with the form and content
xi
of published forecasts, time period covered, extent of detailed informa­
tion presented, use of point or range estimates, disclosure of assumptions, 
updating procedures, and comparison of forecasts with actual results.
Based on existing auditing standards and the nature of forecasts, 
nine auditing standards were recommended for qualifications of auditors, 
examinations of forecasts, and reports by Independent auditors. Given 
adequate professional competence, the auditor must review the forecasting 
system to determine its reasonableness and extent of auditing procedures 
to be performed. The auditor must then accumulate sufficient evidence 
regarding the bases of forecast preparation. The auditor's opinion 
should concern reasonableness of the forecasting methodology, underlying 
assumptions, and presentation of information in accordance with reporting 




Until about 1900, a primary objective of auditing was the detection 
of fraud. Through gradual change, the purpose of a corporate audit has 
come to be the determination of fairness of reported financial position 
and operating results. The principal viewpoint in corporate financial 
reporting still concerns the past. Stockholders, creditors, security 
analysts, and managers, on the other hand, are increasingly concerned 
with the future instead of the past. Will the firm earn an adequate pro­
fit in the future? Will it be able to repay outstanding debt? What 
developments does management foresee in the coming years? These questions 
and others can be qualitatively and quantitatively answered by analysis 
and interpretation of traditional financial statements and by financial 
forecasts.
A forecast is generally defined as an estimate of future events 
which is based on management plans, assumptions, and incomplete data. A 
financial forecast does not claim to be a perfect prediction of future 
events, and the imprecision of forecasts should be recognized by users. 
Forecasts are based on past experience and upon events which have a high 
probability of occurring. Forecasts present expected future performance, 
and this information is valuable to many users of financial statements. 
CPAs now lend credibility to the reporting of past events through inde­
pendent audits. It is also possible that they can lend credibility to
1
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estimates of future performance by examining the underlying assumptions 
and methodology of management forecasts.
No guarantees could ever be made as to the achlevablllty of financial 
forecasts. This reason, however, Is not sufficient for the CPA to avoid 
association with forecasts. In the past, there have been many audits of 
historical transactions which failed to uncover fraud. In these cases, 
it is usually recognized that the Independent auditor Is not a guarantor 
of accuracy; likewise, the accuracy of forecasts cannot be guaranteed. 
There Is a lack of certainty in examining both past performance and pro­
jections of future results. Evidence of past performance is more veri­
fiable, but there is also verifiable evidence which supports the formu­
lation of future projections. Accountants are in a service profession 
and the needs of various financial statement users should dictate the 
services performed. Users have clearly asserted their need and desire 
for both past and future information.
NATURE OF THE PROBLEM
Financial forecasting has come to the forefront of accounting 
issues. Much discussion has occurred since 1970 concerning the prac­
tical feasibility of publishing financial forecasts. Current practice 
finds many corporations either making forecasts available to private 
security analysts or commenting upon forecasts developed by such analysts. 
Investors, creditors, bankers, and other users are demanding more than 
the traditional historical financial statements. Since forecasts for 
certain circumstances have been instituted in Great Britain, many ac­
countants in the United States are investigating the rationale and re­
liability of published forecasts. Accordingly, many prominent accoun­
tants are advocating that the independent auditor extend the attest
3
function into the financial forecasting field to lend credibility to such 
published projections. Other accountants view publication of forecasts 
as theoretically sound but impractical because of legal implications and 
ethical considerations of the accounting profession.
Forecasting models and techniques have been used many years for bud­
getary purposes. The Securities and Exchange Commission (SEC) has taken 
the position of allowing voluntary publication of forecasts. Some firms, 
such as Fuqua Industries, have taken a leading role and have published 
forecasts. Before auditors can be associated with forecasts, the issue 
of what they would be attesting to must be clarified. Achievabllity 
would not be the basis for attestation, but the auditor would examine 
the underlying assumptions and procedural development of quantitative 
financial amounts with regard to reasonableness.
Some major Issues in forecasts include whether the relevance of 
forecasts would overcome the lack of determinable accuracy or verifi­
ability, how the forecast would be developed, what difficulties would be 
encountered when dealing with published forecasts, and how an audit of 
the forecast by Independent CPAs would be conducted. This research 
effort does not attempt to cover all of these Issues in detail. After 
developing the premise that there is relevance in the publication of 
financial forecasts, the major concerns of thiB thesis will involve the 
development of forecasts and a forecast experience base, the form of 
published forecasts, and auditing standards for forecasts.
OBJECTIVES OF FINANCIAL REPORTING
The accounting profession has adopted many standards, principles, 
and procedures to guide the presentation of accounting Information. Al­
though some differences of opinion exist as to specific objectives of
4
financial statements, most professionals would agree that the basic ob­
jective is to provide information which is useful for making economic 
decisions.*1 If a financial forecast is useful for making economic deci­
sions, it can be concluded that the forecasted data should be disclosed 
to users in an appropriate financial report. Individual investors and 
other user groups have expressed a need for more relevant information, 
such as projected financial statements, to aid in decision making.
The Study Group on the Objectives of Financial Statements, commis­
sioned by the American Institute of CPAs, responded to the demand for 
usefulness by stating the following objective: "An objective of finan­
cial statements is to provide information useful for the predictive pro­
cess. Financial forecasts should be provided when they will enhance the 
reliability of users predictions."-* Unfortunately, the Study Group did 
not prescribe the role of the Independent auditor in connection with 
financial forecasts.
Freedom from biaB is another established financial statement objec­
tive. Bias of different types could enter into the presentation of 
forecasted data. Bias has been considered by many writers who have as­
tutely pointed out the effects of both underestimation and overestlmatlon 
of forecasted profits. The temptation to publish conservative estimates
^-American Institute of Certified Public Accountants (AICPA) Study 
Group on the Objectives of Financial Statements, Objectives of Financial 
Statements (New York: AICPA, 1973), p. 17.
^Richard J. Asebrook and D. R. Carmichael, "Reporting on Forecasts:
A Survey of Attitudes," The Journal of Accountancy (August, 1973), 
pp. 38-48.
AICPA Study Group. . ., op. clt., p. 61.
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which would allow the company to continuously show favorable results 
would be offset by the desire to show encouraging predictions to boost 
common stock prices or to get a fair share of new Investment funds.^ 
Overestimation would be discovered at year-end by comparison of Initial 
forecasts with actual results. Such comparative analysis and the possi­
bility that auditors would be attesting to forecasts and examining crit­
ical assumptions would be two checks on bias toward presenting unrealis­
tic expectations. Companies would also realize that their ability to 
accurately predict profits would be noted by many investors. This pub­
licity and exposure would tend to curtail a tendency toward Intentional 
bias in forecasting.**
With regard to the use of forecasted data generated by management, 
a concern of users Is the objective of reliability. Moreover, the 
possible lack of consistency and comparability in and among firms has 
raised the question of whether Increased information is actually provided 
by the forecasts. Certainly, the use of forecasted data would involve 
the introduction of nonverifiable Information into financial statements. 
Verifiability has acted in the past as one of the guidelines for selec­
tion of alternate accounting methods and as a criterion for Inclusion 
of Information in traditional financial statements. Allowing published 
financial forecasts to be Issued requires some assurance that the goals 
of communication and technically sound measurement are achieved even
^James R. Wilkinson and Lloyd D. Doney, "Extending Audit and Re­
porting Boundaries." The Accounting Review (October, 1965), p. 755; and 
Charles H. Mott, "Forecast Disclosure," Management Accounting (July, 
1973), p. 18.
^Wilkinson and Doney, op. cit.
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though the forecasted information is not verifiable by traditional means 
at the time forecasts are initially presented to users.
Although Arthur Andersen & Company is generally opposed to the in­
volvement of CPAs with forecasts, one quotation from the company con­
cerning the objectives of financial statements emphasizes the importance 
of publishing and attesting to forecasted data. "Only aB accountants 
acknowledge with forthrightness that the measurement of economic data 
involves uncertainties, estimates and judgments will they release them­
selves from the rigid grip of 'objectivity* and move toward relevance, 
and hence, usefulness."®
THE USER VIEWPOINT
One major segment of the accounting environment which should be 
evaluated when establishing forecasting standards and methodology is the 
users' needs and expectations. The user groups must be identified and 
their decision models must be analyzed. The decisions most relevant to 
their needs must be recognized, and the information necessary in meeting 
those decisions should be identified.
Users can be categorized Into two general groups: (1) those with
direct interests in the business enterprise, such as owners, creditors, 
suppliers, and management; and (2) those with indirect interests, such 
as financial analysts, stock exchanges, regulatory agencies, and the 
general public. This separation la only a conceptual one. It is not 
implied that one group is more important than the other or that the 
various groups do not have their own special information needs.
^Arthur Andersen & Company, Objectives of Financial Statements 
(Chicago: Arthur Andersen & Company, 1972), p. 22.
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An objective of corporate financial reporting is to serve the needs 
of users who rely on financial statements as a principal source of in­
formation about an enterprise's economic activities. This service func­
tion Includes providing information which is useful for predicting, com­
paring, and evaluating cash flows, earning power, and management's 
ability to utilize enterprise resources effectively.
Any discussion of forecasting should be based on an evaluation of 
user needs. If information is being presented which does not meet user 
needs, then it should not be included in financial statements. Similarly, 
if certain information is so commonplace as to be general knowledge, an 
extended presentation of such data will be irrelevant to users. The 
value of Information depends upon its ability to reduce uncertainty for 
a decision maker. Obviously, judgment is a dominant factor in deter­
mining content and presentation of any financial statement information, 
including forecasted data.
In identifying the information needs of individual investors, the 
factors which they ranked highest explicitly show that investors are 
primarily concerned with the future. In a recent survey, common stock 
investors listed the top four most important investment factors as 
future economic outlook of the company, quality of management, future 
economic outlook of related Industries, and expected future growth in 
sales.^ These preferences show the importance of presenting forecasts 
in order to provide investors with the data they consider necessary in 
decision making. Although management forecasts are only estimates,
Kent Baker and John A. Haslem, "Information Needs of Individual 
Investors," The Journal of Accountancy (November, 1973), p. 67.
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investors are Interested In this information since forecasts can elim­
inate much of the uncertainty which Is inherent in decision making.
THE CORPORATION VIEWPOINT
Many companies are reluctant to publish financial forecasts. The 
underlying reasons for this reluctance include possibility of a competi­
tive disadvantage, costs of original publication and subsequent re­
visions, legal risks involved, and inability to develop the forecasts 
because of inadequate internal budgetary planning systems. Many of 
these reasons were also given in the past for not publishing income 
statements or disclosing profits by product lines.
In reality, many companies are developing and disclosing forecast 
Information. In 1970, a survey by the National Association of Accoun­
tants showed that 72.4 per cent of the participating companies were 
publicly or privately disclosing profit expectations to individual 
security analysts. Selective disclosure of income projections has become 
so widespread that the SEC now requires a filing within ten days after a 
company's issuing a projection to anyone. Exceptions to this filing rule 
include projections made in conjunction with business combinations, pri­
vate financing, and Initial negotiations with underwriters. After such 
a SEC filing, an additional report must be filed if there are material 
changes in the forecast or if the company decides to cease issuing 
projections.®
Some companies are experimenting with published forecasts. A prime 
example is Fuqua Industries, Inc. In a separate report published
8"SEC Propose Firms Report Profit Information," The Journal of 
Accountancy (June, 1975), p. 12.
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December 28, 1972, and not attested to by the firm's auditors (Ernst & 
Ernst), Fuqua presented unaudited financial statements for 1972 and a 
forecast for 1973. The company Indicated that the SEC might soon require 
published forecasts and that Fuqua was "willing to lead the band". The 
Chairman of Fuqua, In his accompanying letter, urged stockholders to read 
related commentary and to remember that the figures were designed to be
9conservative by representing minimum anticipated financial performance. 
Forecasted amounts appeared only for the income statement with supporting 
detail of revenues and earnings by product lines. Fuqua repeated this 
forecasting procedure at the end of 1973 by publishing a  projection for 
1974. The company did not, however, publish a forecast for 1975.
FORECASTS IN THE UNITED KINGDOM10
At present, forecasts are published in prospectuses and takeover 
circulars in the United Kingdom. The independent accountant's report in 
a prospectus relates only to historical profits, but the accountant must 
give written consent to the inclusion of his report in the context that 
it is contained in the document. This consent Implies that the accoun­
tant is satisfied with the forecast. In the case of a takeover document, 
however, the accountant specifically reports on the accounting bases and 
calculations of the forecast. If these factors are unreasonable, the 
accountant should qualify his opinion or withhold consent to publish 
the documents.
gFuqua Industries, Inc., Preliminary Annual Report 1972 A Look 
Ahead to 1973 (Atlanta, Georgia: Fuqua Industries, Inc., 1972), p. 1.
10John P. Grenslde, "Accountants' Report on Profit Forecasts in the 
U. K,," The Journal of Accountancy (May, 1970), pp. 47-53; and D. R. 
Carmichael, "Reporting on Forecasts: A U. K. Perspective," The Journal
of Accountancy (January, 1973), pp. 36-47.
io
Emphasis is continuously given to the fact that the directors of 
a company are solely responsible for the forecast. Responsibility of the 
external accountant relates to the bases of calculations, and discharge 
of this function implies that the forecasts are consistent with the 
given assumptions on which the projections are based. Unless he is satis­
fied that the assumptions are reasonable, the independent accountant 
would not publicly report on the forecast. The Chartered Accountants 
are In a position to advise companies about assumptions which should be 
listed and described in the public report, and alertness to omission of 
an important assumption is necessary.
Chartered Accountants have had no problems in either the area of 
objectivity or liability. In relation to objectivity, no additional 
pressures to make actual results correspond to forecasted performance 
have been exerted by management upon the Independent accountants. Public 
disclosure of forecasts has not created this pressure since management 
accepts the forecast and related assumptions as its own responsibility.
As an added checkpoint on independence, different supervisory personnel 
are used on forecast reviews and audits of historical financial state­
ments.
In the area of liability, accountants in the United Kingdom do not 
face the same legal environment as accountants in the United States.
There is less tendency toward litigation against accountants in the 
United Kingdom, since class action suits are not possible. The burden 
of proof is not placed so heavily on the defendant there, and third- 
party suits against accountants simply do not occur. Because of these 
reasons, it is difficult to compare the United Kingdom experience with 
accounting practice related to forecasting in this country.
11
FORECASTING IN THE UNITED STATES
The American Institute of CPAs (AICPA) recently conducted a survey 
of chartered financial analysts (CFAs), financial executives (FEs), and 
certified public accountants (CPAs). The proposal to encourage firms 
to publish a forecasted Income statement on a regular basis was agreed 
to by 59 per cent of the CFAs and 49 per cent of the CPAs, but the propo­
sal was rejected by 61 per cent of the FEs. With regard to adverse 
effects on competitive position, 68 per cent of the CFAs, 40 per cent of 
the FEs, and 63 per cent of the CPAs believed that there would be no 
harm to a company's competitive position if forecasts were published. 
There was general agreement, however, that Investors might misinterpret 
forecast income statements (47 per cent, 57 per cent, and 48 per cent, 
respectively). The majority of respondents (67 per cent, 55 per cent, 
and 49 per cent) agreed that fear of losing public confidence would deter 
corporations from publishing overstated earnings forecasts. In terms 
of attitudes toward CPAs' reporting on forecasts, 40 per cent of the 
CFAs, 33 per cent of the CPAs, and 21 per cent of the FEs had favorable 
attitudes.^
The trend of recent surveys tends to indicate an Increasing agree­
ment that forecasted information is a necessary addition to the investor 
decision modeli Financial executives, however, are still In opposition 
to publicly disclosed forecasts although their position seems to be 
weakening. Since many corporations develop forecast information and use 
it Internally for managerial purposes, as well as occasionally dis­
tributing it to security analysts, public dissemination of the forecasts
^■^Asebrook and Carmichael, op. cit.
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would give all Investors an equal basis from which to make decisions.
One of the major reasons for the lack of CPA enthusiasm to take on 
the additional task of attesting to financial forecasts is the matter 
of potential legal liability. In recent years, accountants have been 
involved as defendants in many legal liability cases. This litigation 
has caused much reluctance to take on additional responsibilities. With 
regard to accountants' legal liability in attesting to forecasts, common 
law doctrine and securities law provide relevant legal principles. Under 
common law, a fraudulent misrepresentation of opinion given to influence 
the action of another person is basis for legal action. Fraudulence, 
however, is determined if the declarer knows or believes that such state­
ments are false. Assertions based on honest intentions cannot be con­
sidered fraudulent. Case law, at present, indicates that no common law
12liability arises for careless opinions which do not materialize.
Liability under the federal securities laws is based largely upon 
interpretations of certain terms used in the laws. Under Section 11(a) 
of the Securities Act of 1933 and Rule 10b-5 of the Securities Exchange 
Act of 1934, liability does not occur unless there is a material mis­
representation or omission of fact in the registration statements. 
Materiality of the item is the other basis for liability. Forecasts are 
considered material in that they meet the test of importance to a 
"reasonable" user.
The SEC has proposed a "safe harbor" provision if forecasts are 
published as part of traditional financial statements. This proposal
■^Henry B. Reiling and John C. Burton, "Financial Statements Sign­
posts as Well as Milestones," Harvard Business Review (November/December, 
1972), p. 51.
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would limit corporate liability by defining conditions under which a 
projection which was not achieved would not be an untrue statement of 
material fact.*^ Sidley and Austin, on the other hand, point out that 
there are many cases in which a variety of forecasts have been held as 
statements of fact in determining fraud.^ More research on specific 
cases would need to be done to determine if past cases would allow 
precedent to rule.
Another aspect to consider in relation to accounting practice in 
the United States is whether attestation to forecasts is essential. The 
American Accounting Association Committee on Basic Auditing Concepts 
determined that four conditions create the demand for independent per­
formance of the attest function: (1) conflict of interest involving the
possibility of biased information given to user by preparer; (2) conse­
quence which means that Information assists in decision making; (3) com­
plexity which involves potential difficulty in understanding; and 
(4) remoteness involving separation between preparer and user.^ In re­
lation to these criteria, the publication of forecasts would certainly 
Involve the necessary conditions for attestation.
In another part of its report, the Committee on Basic Auditing Con­
cepts stated that, in regard to the other criteria, the audit function
■^"SEC Proposes Rules on Forecasts," Release No. 33-5581, Ernst & 
Ernst Financial Reporting Developments (May, 1975; Retrieval Number 
38321), p. 4.
*^A. T. Kearney, Inc., Sidley, and Austin, Public Disclosure of 
Business Forecasts (New York: Financial Executives Research Foundation,
1972), p. 100.
^American Accounting Association Committee on Basic Auditing Con­
cepts, 1969-1971, "Report of the Committee on Basic Auditing Concepts," 
The Accounting Review (Supplement to Volume XLVII, 1972), pp. 25-26.
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should not be extended to forecasts. The criteria used in this instance 
include the following:
1. The subject matter must be susceptible to the deductions 
of evidential assertions. . . both quantifiable and veri­
fiable.
2. An information system must be present to record the actions,
events, or results thereof; preferably adequate Internal
controls will also be operating.
3. Consensus must exist on the established criteria against
which the information prepared from the subject matter
can be evaluated.!®
The subject matter of forecasts is not verifiable in the traditional 
sense because it deals with the future. However, verifiability of under­
lying assumptions can be tested. Forecasted information is not produced 
by events that have been recorded In the historical information system, 
but neither is information on uncollectible accounts or other commonly 
acceptable estimates. Both forecasts and estimates are inferences from 
past data that have been recorded in the system. Finally, criteria to 
evaluate the subject matter of forecasts is one specific objective of 
this research effort.
Whatever the outcome of the forecast disclosure issue, it is certain 
that the large national public accounting firms will have a significant 
influence on the decision. Many of these public accounting firms have 
taken a position in regard to forecasts published in conjunction with 
traditional financial statements. Arthur Young & Company feels that 
Investors should have access to financial forecasts, but that forecasts 
should not be included with traditional financial statements.^ Coopers
16Ibld., pp. 30-31.
!?Jan Robert Williams, "Differing Opinions on Accounting Objectives," 
The CPA Journal (August, 1973), p. 654.
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and Lybrand feels that forecast publication Is theoretically sound and 
necessary, but Impractical at present.^-® Haskins and Sells Is of basi­
cally the same opinion as Lybrand In stating that the time for published
19financial forecasts has not yet arrived. Peat, Marwick, Mitchell &
Company expressed a positive attitude toward published forecasts as well
20as CPA association with the forecasts.
Two national firms are opposed to published forecasts becoming a
part of the accountant's role in society. Arthur Andersen & Company
believes that forecasting is strictly an investing function and it should
therefore be separated from accounting; however, the company is not
against giving financial statement users some indication of future goals
and plans of a c o m p a n y . E r n s t  & Ernst also considers forecasting to
be an investment function and believes that accountants do not have the
22expertise to assume responsibility for projections. *
FORECASTING MODELS AND TECHNIQUES
The issues mentioned above include the concepts of relevance versus 
verifiability, the relationship of forecasts to financial statement ob­
jectives, and the basic question of whether CPAs should be associated
■*"®Philip L. Defliese, Forecasting: The Lybrand Position (New York:
Lybrand, Ross Brothers & Montgomery, 1972), pp. 1-10.
19Kenneth W. Stringer, "Forecasts of Economic Performance," Public 
Reporting of Corporate Financial Forecasts (ed. Prem Prakash and Alfred 
Rappaport; New York: Commerce Clearing House, 1974), p. 244.
20Joseph P. Cummings, Financial Forecasts and the Certified Public 




with forecasts. In addition to these issues, there is the major question 
of how to develop and present forecasts intended for public disclosure. 
Some firms have comprehensive profit planning systems which can generate 
the required data. Traditional budgetary planning is applied in detail 
by many companies in which estimates and goals are coordinated and quan­
tified. Before budgetary plans could be published, however, a planning 
budget probably would have to be adjusted to a level of reasonable ex­
pectations depending upon the original nature of the budget. Some firms 
set their budgets at exceedingly high or low levels of attainment from 
a motivational standpoint.
Most commentary on forecasting methods cites the need to identify 
assumptions underlying the forecasting technique. There is a vital need 
to be Informative enough to allow users to discern bases for expectations 
without going into irrelevant detail or data which could Injure com­
petitive position. Some firms have no comprehensive profit planning 
system because of the small size of their operations or lack of Internal 
technical ability. Perhaps reasonable forecasts can be developed for 
these firms by using computerized models which are based primarily on 
financial statement relationships and a minimum of budget estimates, such 
as sales volume. One such model has been developed by Arthur Young & 
Company. It may be possible for smaller firms to use models of this type 
to develop forecasts without undue expense to the company.
PURPOSE OF THE STUDY
The use of forecasts appears to be a certainty for the future. The 
prevalent attitude appears to be that forecasts presented in conjunction 
with regular financial statements would Increase fulfillment of the in­
formational needs of users. Certain obvious problems will have to be
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resolved In order to maintain understandability and usefulness in the fi­
nancial reporting system and to avoid confusion for the users. One basic 
area for research is that of Identifying problems involved in actual fore­
casting experience. This phase leads to a second area of research in that 
there is not an adequate experience base in the United States upon which 
to build. Not only is it difficult to identify problems in publishing 
forecasts, but experience is also needed to develop reporting standards 
and auditing guidelines for involvement of CPAs. The third area of needed 
research is the actual development of forecasts. It is necessary to de­
termine if detailed budgetary procedures are required for development of 
forecasts or if a computerized model can provide reasonable projections.
Based upon the Issues which appear most critical, the objectives 
of this study are to:
1. Investigate the usefulness of a computerized forecasting 
model as a supplement to or substitute for detailed bud­
getary projections.
2. Provide the accounting profession with insight regarding 
the experience base necessary for auditing corporate 
financial forecasts.
3. Develop recommended forecast reporting principles and 
forecast auditing standards supporting the CPA's ex­
pression of an opinion on the reasonableness of cor­
porate forecasting methodology.
Corporate financial forecasts would be facilitated in a technical 
sense if a financial statement simulation model could produce reasonably 
accurate forecasts. The Financial Planning Model (Delphi XX) of Arthur 
Young & Company will be used to accomplish this objective. In general, 
a financial statement simulator would be useful for forecasting purposes 
if it can generate forecasts that reasonably correspond with actual 
financial results reported by a company for specific past periods. The 
Delphi XX model produces pro forma financial statements based on
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management estimates of sales growth and Inputs of several financial 
statement ratios and relationships. Forecasts are thus produced by a 
process that is significantly different than traditional budgetary 
planning.
For a specific company, past fiscal periods will be analyzed to de­
termine how forecasts produced by the model would have compared with 
actual financial results of the company for these time periods. If there 
Is reasonable correspondence between the model forecasts and actual re­
sults, then there is reasonable evidence that such models may supplement 
forecasts based on traditional budgeting or perhaps provide forecasts 
for firms without a budgetary planning system. If the model proves 
useful, even with this limited validation experiment, then the lack of 
technical expertise and company experience In forecasting is significantly 
remedied.
A frequent comment on forecasting issues is that company managements 
and CPAs lack the required experience with forecasting to assess the 
potential problems Involved. This experience can be gained only by 
practice and experimentation with forecasting. Therefore, this study 
will analyze and report upon an empirical forecasting experiment for the 
calendar year 1974. The company engaged in this experiment will prepare 
Its 1974 consolidated budget in the usual manner which reflects actual 
plans and reasonably attainable expectations. Since the budgeted Income 
statement will be based on the most likely or most probable results for 
the year, it will represent a forecast which would be suitable for pub­
lic disclosure. Actual results for 1974 will be compared with this 
forecast and significant matters of assumptions, explanation of Important 
variances, and technical forecasting problems will be addressed. This
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phase of the study Is called an experiment since public disclosure of 
the forecast will not be made. This forecasting experiment will con­
tribute to the experience base that is currently lacking.
One problem with the public disclosure of forecasts is the lack of 
acceptable principles for presenting this information. There is a def­
inite need to establish principles concerning the form and content of 
forecasts, revision or updating procedures, and comparison with attained 
results. Based upon analysis of the forecasting experience and the 
reporting practices which appear to be feasible and useful, a tentative 
set of forecast reporting principles and auditing standards will be for­
mulated. The reporting principles are intended to serve as guides to 
the public issuance of forecasts, and the auditing standards for fore­
casts will be useful in a manner similar to traditional auditing stan­
dards which currently apply to audits of historical financial statements.
RESEARCH METHODS
The principal research method to be used in this study is the ana­
lysis of empirical evidence related to actual and simulated corporate 
financial forecasts. A company with actual forecast experience is Fuqua 
Industries, Inc., an Atlanta based firm with annual sales over $400 
million. This firm published profit forecasts for 1973 and 1974 and 
will, at the conclusion of this study, have two years of experience in 
forecasting. Accordingly, actual and forecasted profits for this firm 
will be analyzed in relation to form, potential user misunderstanding, 
and variance explanations.
As a second source of empirical evidence, Communications Industries, 
Inc., of Dallas, Texas, will participate in a simulated profit forecast 
experience. This firm, with annual sales under $20 million, will develop
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a consolidated profit forecast for 1974 which would be suitable, in 
management opinion, for public disclosure. This experience is called a 
simulation or an experiment only because the forecast will not be publicly 
disclosed. Communications Industries, Inc. (Cl) has over ten years of 
experience in profit planning and assembles a comprehensive budget for 
annual planning purposes. The company has also supplied summary budget 
data for its operations during the ten-year period 1963-1972, This in­
formation will be used for comparative analysis with results disclosed 
in the firm's annual reports for those years.
In relation to the specific objectives of this study, the complete 
research design involves the procedures specified below.
Objective I : Investigate the usefulness of a computerized fore­
casting model as a supplement to or substitute for detailed bud­
getary projections.
Research Methods
A. Apply the Financial Planning Model (Delphi XX) to simulate 
net Income of Communications Industries, Inc., for the 
five-year period, 1969-1973. Compare profits generated
by this model with profits actually reported for these 
periods.
B. Analyze budget data of Cl for the ten-year period 1964- 
1973 with regression analysis to determine the relative 
predictability of revenues, operating expenses, and in­
come before taxes.
Objective II: Provide the accounting profession with insight re­
garding the experience base necessary for auditing corporate finan­
cial forecasts.
Research Methods
A. Survey the literature regarding existing corporate fore­
cast experience, reasons for publicly disclosed forecasts, 
suggestions for form and content of forecasts, relation­
ship (if any) of company auditors to forecasts, and under­
lying assumptions.
21
B. Conduct and monitor a simulated forecast experience for 
1974 with Communications Industries, Inc. This project 
will Involve the following procedures.
1. Consultation with company management to determine that 
the 1974 planning budget represents a consolidated 
profit forecast suitable for public disclosure (no 
public distribution will be made, however).
2. Monitoring actual operating results during 1974 
through review of quarterly reports and discussion with 
company management. This phase will document problem 
areas and factors not anticipated in compiling the 
1974 forecasts as well as conditions or assumptions 
not properly reflected in the forecast.
3. Comparison of the actual income statement for 1974 
with the related forecast to determine any significant 
variances which would have warranted comment or ex­
planation in public disclosures.
Objective III: Develop recommended forecast reporting principles
and forecast auditing standards supporting the CPA's expression of 
an opinion on the reasonableness of corporate forecasting method­
ology.
Research Methods
A. Develop recommended forecast reporting principles for the 
public issuance of corporate financial forecasts. These 
principles will provide standards regarding the form and 
content of forecasts, revision and updating procedures, 
and comparison of forecasts with actual results. These 
reporting principles will be based In part on the Fuqua 
Industries analysis.
B. Formulate a tentative set of forecast auditing standards 
based upon auditing standards for historical financial 
statements and the empirical forecast experience with 
Communications Industries. These standards will be for­
mulated by reason and experience in relation to the 
evidence accumulated during the forecast experiment.
CONTRIBUTION OF THE STUDY 
This research effort addresses three significant issues concerning
corporate financial forecasts.
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1. If CPAs are to be associated with profit forecasts,
there is no extensive experience base to rely upon.
2. If CPAs are to be associated with profit forecasts,
there are no general standards to guide the presen­
tation or auditing of forecasts.
3. If CPAs are associated with forecasts, the extent to 
which they can rely upon computer models to supple­
ment budgetary systems or possibly substitute for 
budgetary systems needs to be determined.
Each Issue requires experimentation and research because CPAs are not 
currently attesting to the reasonableness of form and methodology in 
the few cases of publicly disclosed forecasts. If forecasts become more 
numerous or even required, there is a clear need for attestation by in­
dependent CPAs based on the criteria established by the Committee on 
Basic Auditing Concepts of the American Accounting Association.
Accordingly, this research study will provide some of the evidence 
and experience background which practicing CPAs claim to be necessary.
The topic is timely, of current Interest, and should offer an original 
contribution to accounting thought.
RELATED RESEARCH EFFORTS
Recent interest in corporate financial forecasts has produced 
numerous professional journal articles on the topic. These papers cover 
all aspects of the forecasting issue from how to forecast, users' infor­
mation needs, accuracy versus relevance in forecasting, ethical and legal 
issues pertaining to CPAs, to form of forecasts. In general, most of 
the published papers to date are general discussions which seek to define 
problems and propose solutions. Some research on predictability of op­
erating results in various industries has been completed, but there are 
no detailed reports on a comprehensive forecasting experience.
Two recent doctoral dissertations in the area of forecasting have
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been completed by Dan M. Guy at the University of Alabama and Robert J. 
Keller at Louisiana State University. Dr. Guy’s research effort dealt 
primarily with development of an audit opinion for published forecasts, 
while Dr. Keller’s study was a questionnaire survey of various groups’ 
attitudes about forecasting. Neither thesis deals with the aspects of 
forecast development and presentation of forecasts or standards for 
attestation which are needed before an audit opinion can be issued.
SCOPE LIMITATIONS
This study actually builds upon the foundation of published tech­
nical articles and other dissertations. It seems that enough surveys 
and proposals for audit reports have been completed. As previously in­
dicated, this study seeks to document actual experience with the fore­
casting issue. To this extent, there are several limitations designed 
to hold the study within manageable boundaries.
Data for only one company will be analyzed with the Delphi XX model 
because the purpose is not to validate the model or demonstrate that it 
has widespread applicability. The financial statement simulator is used 
only to determine the potential feasibility of using a model of this 
type for forecasting purposes.
Analyses of forecast and actual data are also limited to the income 
statement. Since forecast experience to date is concerned primarily with 
profits, detailed forecasts of funds flow, cash flow, and balance sheets 
will be excluded from consideration. These are all useful areas for 
forecasting, but present user emphasis seems to be centered on the income 
statement.
This study is also not concerned with specific forms of audit re­
ports that could be used by CPAs in attesting to profit forecasts. In
2k
relation to the other issues involved, it seems that specific report 
form does not demand immediate attention at this time. In addition, 
report form has been adequately covered in another research effort.
ORGANIZATION OF THE STUDY
The following six chapters of this research effort present an over­
view of the entire forecasting topic whi^e delving into some specific 
problem areas. The chapters are arranged to accomplish the three pri­
mary objectives of investigating the usefulness of computerized fore­
casting models, providing an experience base for independent auditors, 
and developing tentative reporting principles and auditing standards for 
forecasts.
Chapter 11 provides a general description of the environment which 
produced the need for forecast publication. Viewpoints of three inter­
ested groups are presented, including results of certain published sur­
veys. Forecasts are also examined in relation to objectives of finan­
cial statements.
Present conditions in forecast disclosure are discussed in Chapter 
III. One Important role in the publication of forecasts is played by 
the Securities and Exchange Commission. A company which responded to 
the SEC's decision to allow published forecasts was Fuqua Industries, 
Inc. Fuqua's experience is reviewed in this chapter.
Forecasting models may be of many types. Chapter IV examines the 
history of forecasting and concepts of model validation. The usefulness 
of a computerized forecasting model is explored by applying a fore­
casting model to information provided by Communications Industries, Inc.
Comnunications Industries, Inc., is the basis for the empirical 
forecasting experience analyzed in Chapter V. The company is traced
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through budgetary planning, assumptions underlying the forecast, updates 
during the year, and problems of variance analysis and explanation. This 
chapter is an important addition to the experience base necessary in the 
forecasting area.
Forecast reporting principles and auditing standards are developed 
in Chapter VI. These recommendations are formulated to provide a tenta­
tive set of principles and standards on which CPAs could base an audit 
report. The scope of CPA attestation to forecasts is also examined.
Chapter VII contains a summary of the issues examined, problems en­
countered and conclusions reached. Previous chapter summaries are pre­
sented and synthesized. Additional areas for research are discussed so 
that Issues not Included in this research effort due to scope limitations 
may be examined and resolved in the future.
CHAPTER II
REVIEW OF THE FORECASTING ENVIRONMENT 
Before an examination of forecasting techniques, reporting principles 
or standards of attestation can be considered, the existing environment 
of corporate projections must be studied. This review is necessary in 
order to understand why publication of forecasts in financial statements 
is subject to much controversial discussion. This chapter examines cur­
rent attitudes about objectives of financial statements, the need for 
published forecasts, and viewpoints of groups concerned with forecasting. 
Reasons for and against forecast publication are summarized according to 
the viewpoints of users of financial statements, corporations which pre­
pare and publish such statements, and independent auditors.
OBJECTIVES OF FINANCIAL STATEMENTS 
If financial forecasts are to be published with other financial 
statements, they should serve some purpose and fulfill some objective.
Many professional accounting groups have expounded on the objectives of 
financial statements; the most recent attempt at delineating such ob­
jectives was the Study Group on Objectives of Financial Statements which 
was commissioned by the American Institute of Certified Public Accoun­
tants. This group worked for more than two years and published a mono­




The Study Group reached a broad general objective for financial 
statements which was “to provide Information useful for making economic 
decisions,"2 To become more specific than this objective* assumptions 
had to be made about the information that was considered useful to readers 
of financial statements. Some theoretically sound behavioral assumptions 
were made. Two of these assumptions were that Information which helps 
predict* compare* or evaluate cash consequences of decisions is impor­
tant to financial statement users and that factual information in flnan- 
clal statements should be distinguished from interpretive information.
With these assumptions, barriers to providing non-historical data were 
relaxed considerably.
The Study Group discussed the topic of published financial fore­
casts. However* no absolute decision was reached on whether corporations 
should publish forecasts. The group's conclusion was “an objective of 
financial statements is to provide information useful for the predictive 
process. Financial forecasts should be provided when they will enhance 
the reliability of users' predictions."
Financial statement users have a right to know management expecta­
tions in order to better predict the consequences of their own actions.
The assumptions which management made to arrive at specific future expec­
tations are also important to users. The availability of such information
^American Institute of Certified Public Accountants (AICPA) Study 
Group on the Objectives of Financial Statements* Objectives of Financial 
Statements (New York: AICPA, 1973), p. 13.
2Ibld.. pp. 13-14.
^Ibid.* p . 46.
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would allow investors to appraise risk and Investment decisions more 
realistically since areas of flexibility or new management plans would 
be known. Simple extrapolations of past data could be integrated with 
previously unknown plans thereby permitting more Informed decisions by 
financial statement users.
OTHER ACCOUNTING STUDIES
The AICPA Study Group was not the only committee to concern Itself
with items that should be in the domain of financial statement information.
The American Accounting Association in A Statement of Basic Accounting
Theory enumerated four criteria to be used in the evaluation of potential
accounting information. These criteria are relevance, verifiability,
4freedom from bias, and quantlflability. It la possible that forecasts 
may not satisfy the criterion of freedom from bias, since the data con­
sist of internal information based on management perception of future 
operations. This condition is not enough to eliminate forecasts from 
consideration, because the AAA study indicates that adherence to the 
standards may be partial.^
Forecasts are definitely relevant to the known Informational needs 
of users. In a recent study conducted in Washington, D. C., investors 
ranked items about the future as four of their top six informational 
needs.® Forecasts are considered verifiable when independent parties
^American Accounting Association Committee to Prepare a Statement 
of Basic Accounting Theory, A Statement of Basic Accounting Theory 
(Evanston, Illinois: American Accounting Association, 1966), p. 7.
5Ibid.
**H, Kent Baker and John A. Has lam, "Informational Needs of Indi­
vidual Investors," The Journal of Accountancy (November, 1973), p. 67.
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using the same assumptions arrive at similar conclusions. Many assump­
tions could also be "verified*' by market surveys or reference to other 
published prediction sources. Finally* forecasts are definitely quanti­
fiable In dollar amounts.
The Accounting Principles Board has also examined the matter of 
financial statement objectives. APB Statement Number 4 gave as a general 
objective of financial statements the providing of "reliable financial 
information about economic resources and obligations of a business en­
terprise."^ The Statement went on to give a related objective of pro­
viding "financial information that assists in estimating the earning 
potential of the enterprise... Extrapolations of financial data, however, 
should be made only in conjunction with the best additonal information
g
available about the enterprise, its circumstances, and its prospects."
It would appear that the best additional data would be determinations 
by management of future prospects and disclosure of the assumptions used 
to arrive at those determinations.
The lists of financial statement objectives prepared by various 
committees, study groups, and individuals have been extensive. The 
general conclusion reached by the majority seems to be that usefulness 
is the key criterion for an item to qualify for inclusion in financial 
statements. Unfortunately, usefulness is an individual criterion while 
financial statements must serve a general audience. Stockholders, pros­
pective investors, and creditors attempt to use financial statements as
^Accounting Principles Board Statement Number 4, Basic Concepts and 
Accounting Principles Underlying Financial Statements of Business Enter­




predictive devices for the future, even if they forecast the future as 
a simple extension of the past. Any information which helps this predic­
tive process should be deemed useful. It seems a foregone conclusion 
that a forecast and its underlying assumptions would be an aid to the 
predictive process of users by providing insight into management expec­
tations. Forecasts serve the objective of usefulness by providing infor­
mation concerning the prospective performance of a company.
Usefulness is a noble, but vague, criterion for admission of infor­
mation into the realm of financial statements. Reasons substantiating 
the need, or lack of need, for financial projections should be established* 
Profit forecasts would basically affect statement users, the Issuing cor­
porations, and independent public accountants. These three groups have 
expressed opinions concerning the relative merits of forecast publication.
THE USER VIEWPOINT
Many comments from users of financial information favor forecast 
publication. One of the first reasons cited for forecast disclosure is 
the present unequal distribution, of corporate forecast information. 
Projections of future operations are often given to financial analysts 
without coincident disclosure to the remainder of the business community.
A study by Asebrook and Carmichael of 206 financial analysts, 262 finan­
cial executives, and 396 certified public accountants found the majority 
(71 per cent, 86 per cent, and 84 per cent, respectively) to believe that 
such disclosure without simultaneous release to stockholders is biased
9against stockholder interests.
^Richard J. Asebrook and D. R. Carmichael, "Reporting on Forecasts:
A Survey of Attitudes," The Journal of Accountancy (August, 1973), p. 43.
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Yet this unequal distribution of information la a recurring event.
In a Financial Analyst Federation study of 992 analysts and portfolio 
managers, over 40 per cent of the respondents felt that they had obtained 
some type of projection for more than half of the companies in which they 
specialize. However, in the same study, the consensus was that about 
40 per cent of the time the nonprofessionals rarely had access to manage­
ment projections.*®
To eliminate this type of discriminatory disclosure, the Securities 
and Exchange Commission (SEC) announced a ruling in 1 W 3  that any release 
of a forecast requires immediate and complete disclosure to all Interested 
parties. Forecasts and underlying assumptions must also be filed on a 
special form with the SEC. Considered as forecasts in this ruling are 
confirmations by corporate management of projections released by an 
outside party such as a security analyst. Such confirmations are deemed 
forecasts attributable to the company and as such must be filed with the 
Commission.**
INADEQUATE REPORTING GUIDELINES
SEC involvement is considered a postive factor since it should im­
prove the quality of forecast information which is presently disseminated. 
A great deal of variability exists among forecasts for a single company 
depending upon the source of such projections. External analysts are 
free to make their own assumptions, calculations, and range of estimates.
*®Samuel S. Stewart, Jr., "Research Report on Corporate Forecasts," 
The Financial Analysts Journal (January/February, 1973), p. 82.
**"The SEC Policy for Projections: New Problems in Disclosure,"
UCLA Law Review, Volume 21(1973), p. 249.
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Prior to the SEC ruling, there were no guidelines or disclosure require­
ments for forecasts and related information prepared by either company 
management or security analysts.
Association of the SEC with budgetary disclosure should standardize 
the practice of Issuing forecasts. Because underlying forecast assump­
tions are required to be filed by companies Issuing projections, investors 
have the opportunity to question bases and to adjust data as they consi­
der necessary. Under present practice, investors have no choice other 
than to rely on forecasts given by financial analysts because investors 
have no information concerning forecasting methodology or assumptions.
Harvey Kapnlck of Arthur Andersen & Company is adamant in his belief 
that the situation of uncontrolled analyst-prepared forecasts is "unten­
able" and that the SEC should adopt new legislation setting standards on
12documentation of forecasts prepared by external investment advisors.
It seems to be an irrefutable fact that company management would have 
better knowledge of future corporate operations than any outsiders. The 
need to set standards for management documentation of forecasts is more 
necessary than setting standards for analysts.
CORPORATE FORECASTING ACCURACY
A 1972 study by the Financial Executives Research Foundation of 338 
companies in varied industries found that 99 per cent of the companies 
prepared earnings forecasts and that 80 per cent of the forecasts came 
within plus or minus 15 per cent of year-end profit results while 70 per
12Harvey Kapnick, "Before the Securities and Exchange Commission,"
In the Public Interest Volume I (Chicago: Arthur Andersen & Company, 
1974), p. 184,
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1cent of the group experienced a 10 per cent variation. ^ Without any
interim adjustment for changing conditions, 15 per cent variation appears
to be a fairly accurate and reliable range for projection of annual 
earnings,
In another study conducted by the Financial Analysts Federation, 
portfolio managers gave corporate management a good rating in forecasting 
accuracy. The portfolio managers estimated that 50 per cent of corporate 
managers forecasted within a 10 per cent variation and that 92 per cent 
of the forecasts were within a plus or minus 20 per cent range of actual 
profits. Ratings by the financial analysts surveyed in this study, 
however, showed 38 per cent and 91 per cent confidence that management
forecasts fall within the above 10 per cent and 20 per cent variance
ranges, respectively.^
If managements can do this well in forecasting, the real issue seems 
to be developing standards for preparing and disclosing forecasts by 
management to replace those of outside analysts. This is not to say that 
analysts will cease to prepare forecasts if managements release their 
own projections. If management discloses underlying assumptions along 
with publication of its projections, variations in the analysts* projec­
tions will need to indicate those assumptions with which the analysts 
had a difference of opinion and which caused them to arrive at a different 
forecast. Standards for management disclosure should therefore remedy 
the problem of Incomplete disclosure by analysts, but developing
13A. T. Kearney, Inc., Sidley, and Austin, Public Disclosure of 
Business Forecasts (New York: Financial Executives Research Foundation,
1972), p. 28.
14 Stewart, op. cit.
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disclosure standards for analysts will not help Investors to know what 
management plans and expectations are.
USER COMPETENCE
In dealing with userB, one must consider whether there exists the 
level of competence necessary to deal with and properly interpret fore­
casts. The argument is continuously raised that users will place ex­
cessive reliance on forecasts and will not realize that what is presented 
is not an absolutely certain indication of what will happen. This con­
tention appears to assume that users of financial statements have less 
sophistication than seems to be reasonably warranted.
Institutional trading on the New York Stock Exchange in 1972 was 
estimated to represent approximately 70 per cent of total volume.^ In 
addition to institutional investors, there is the nonprofessional in­
vesting community which has available the advice of broker-dealers and 
personal investment advisors. The Baker and Haslam study determined 
that investors ranked brokers and advisory services as the most impor­
tant sources of investment information based on 47 per cent and 16 per 
cent of 775 responses, respectively.^
The Baker and Haslam survey seems to place the overall level of in­
vestment sophistication high enough to assume that investors will under­
stand the difference between historical fact and a properly labeled 
forecast. Published forecasts should have adequate disclosure about 
tentativeness and should not purport in any way to be factual.
^George S. Blssell, "A Professional Investor Looks at Earnings 
Forecasts," The Financial Analysts Journal (May/June, 1972), p. 74.
^Baker and Haslam, op. clt., p. 68.
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Professional analysts already know the limitations of forecasts. With 
proper disclosure and orientation, nonprofessionals can learn not to 
place undue reliance on projections.
BENEFITS FOR DECISION MAKING
Investment decsions generally involve buy, sell, or lend alterna­
tives. In all cases, the important time frame is the future which 
creates the problem of uncertainty. Evidence has shown that lack of 
forecast information or use of inaccurate information leads to an inef­
ficient flow of investment f u n d s . W i t h o u t  reliable information, in­
vestors cannot accurately distinguish between efficient and inefficient 
companies. Publication of forecasts would help reduce uncertainty and 
shift the flow of investment funds to the more efficient firms. There 
are variations in stock and bond prices because of the uncertainty in­
herent in future expectations. Disclosure of budgetary information 
could help security prices remain within a narrow range of their real 
value because the information needed for predictive purposes would be 
more widely distributed.*®
The American Accounting Association Committee on External Reporting 
concluded that "the most relevant form of financial reporting is that 
which (1) reports budgets for the forthcoming period or periods," and
*^Charles H. Mott, "Forecast Disclosure," Management Accounting 
(July, 1973), p. 17, quoting E. A. Lowe and R. W. Shaw, "Accuracy of 
Short-Term Business Forecasting: An Analysis of a Firm's Sales Bud­
geting," Journal of Industrial Economics (July, 1970).
18Bissell, op. clt., p. 73.
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19(2) makes actual-budgetary comparisons with variance explanations.
In order for budgetary information to be helpful in Investment decisions, 
forecasts must be prepared in a reliable manner. This point again al­
ludes to the need to disclose underlying assumptions and the possibility 
of attestation.
POTENTIAL SHORT-RUN EMPHASIS
A final aspect of the user viewpoint is the possibility of fore­
casts causing a much shorter range outlook for Investment purposes. If 
forecasts are published for a one-year time frame, a substantial number 
of Investors may become speculators who buy and sell corporate stocks 
thereby causing a wider spread in market prices than already exists.
Price Waterhouse & Company, in The Objectives of Financial Statements 
position paper, concludes that an overriding concept of Investment is 
that it is short-range. "The stockholders' objectives, their manner of 
thinking, their desires are relatively short-range. Financial reporting
that does not recognize this absolutely central fundamental will not be
20responsive to stockholders' needs." If the outlook is presently 
short-range, publication of annual forecasts will not cause any shifts 
in investor outlook considerations. Investment decisions are made with 
appropriate consideration of the uncertain future. It is not fair to 
Investors to withhold Information which could reduce this uncertainty
19^American Accounting Association Committee on External Reporting, 
"An Evaluation of External Reporting Practices: A Report of the 1966-
68 Committee on External Reporting," The Accounting Review (Supplement 
to Volume XLIV, 1969), p. 85.
20Price Waterhouse & Company, The Objectives of Financial State­
ments (New York: Price Waterhouse & Company, 1971), p, 5.
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simply because companies think investors should look farther ahead than 
one year.
SUMMARY OF USER VIEWPOINT
The user viewpoint is that publication of forecasts is essential to 
the Investment decision which Involves a short-range outlook. Prepara­
tion of projections by management is preferable to preparation by ex­
ternal financial analysts because all significant details will be con­
sidered and management has the ability to forecast with reasonable ac­
curacy. Involvement by the SEC should improve the quality of forecast 
Information by imposing standards for full disclosure to all parties and 
statement of underlying assumptions. These underlying bases should be 
published with projections so that adjustments can be made by users 
according to their preferences or for disagreement with specific bases. 
Finally, the majority of investment transactions Involve institutional 
Investors who have the training and experience to understand and use 
forecasts. Individual Investors use or have access to brokers and ana­
lysts who are versed in the meaning and limitations of forecasts. Users 
have sound reasons for desiring forecasts and have definitely substan­
tiated the usefulness of corporate financial forecasts.
THE CORPORATION VIEWPOINT 
There are several Important factors which should be evaluated by 
corporate managment regarding financial forecasts. These factors include 
potential legal liability, competitor advantages, and cost of such dis­
closures. Advantages and disadvantages of forecast disclosure from the 




Probably the major reason cited for the reluctance of companies to 
publish forecasts Is fear of legal liability. The question which gener­
ally arises Is whether a forecast Is a fact or an opinion under the 
Securities Acts of 1933 and 1934. According to a proposed SEC ruling,
"a projection is not a promise, not per se misleading if not achieved, 
and not a misstatement of a material fact, if reasonably based in fact,
•y -tprepared with reasonable care, and carefully reviewed.*"^
The SEC recognizes the deterrent of liability to published forecasts 
and has tried to clear the way for carefully prepared forecasts without 
the cloud of uncertainty as to what legal action will occur if a fore­
cast is not achieved. Surely there will be liability for those companies 
which use poor forecasting techniques and faulty assumptions, but lia­
bility will be minimized for companies participating in open disclosure 
of well-prepared projections.
Two 1971 legal precedents should reduce the controversy about legal 
liability. In the Monsanto Chemical case, the decision was that no lia­
bility exists if forecasts are carefully prepared but later become in­
accurate because of unknown future circumstances.^ In a similar case, 
the U. S. District Court in New York concluded in Dolgow v. Anderson 
that forecasts which were carefully prepared, reviewed and believed to 
be accurate at the time of preparation "are not untrue statements of 
material facts if future uncontrollable events prove the forecast wrong,
^"The SEC Policy for Projections," op. cit.
Significance of Forecasts to Meaningful Financial Disclosure," 
Beta Alpha Psl Newsletter (Fall, 1973), p. 6.
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as long as a revision Is fully publicized on a timely baBis."^
COMPETITOR ADVANTAGE
The second and third most frequently quoted reasons for lack of 
forecast publication are disclosure of competitively advantageous in­
formation and cost to the issuing corporations. Considering disclosure 
of information which could be to a competitor's advantage, one must 
realize that forecasts and related assumptions do not have to be pre­
sented in such a detailed manner as to reveal competitively advanta­
geous information. Most businesses already know who their competitors 
are, what share of the market each firm in the industry holds, whether 
each firm 1b gaining or losing market share, and probably the general 
type of research programs which are being conducted.
As part of an American Insitute of CPAs opinion survey, financial 
analysts, financial executives, and certified public accountants were 
asked if they thought publication of a forecasted income statement would 
reveal an undue amount of Information to corporate competitors. Sixty- 
eight per cent of the financial analysts and 63 per cent of the CPAs 
did not think such disclosure would be harmful. The financial executives
were split 40 per cent and 40 per cent between harmful and not harmful 
24opinions.
COST OF FORECAST DISCLOSURE
There are basically two costs related to published forecasts, the 
cost of developing an original forecast and the cost of publishing and
23john K. Shank and John B. Calfee, Jr., "The Pros and Cons of Fore­
cast Publication," Business Horizons (October, 1973), p. 46.
A  4
Asebrook and Carmichael, op. cit.
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updating this disclosure. Many companies do not have the internal data 
base of economic information which other businesses may possess, but 
there are many government-published forecast documents which could be 
used to determine industry trends, population statistics, and consumer 
purchasing-hablt data. Some companies also may not have the benefit of 
expert statisticians and corporate budget departments to prepare fore­
casts.
It is for this last reason that many computer models have been 
developed. These models use trend analysis and sales forecast figures 
developed by the company as input to generate a forecast of the upcoming 
year or years. Additional information other than past financial trends 
can be Incorporated Into the model such as known or expected cost in­
creases, changes in consumer demand, or changes in other economic factors. 
In this way, a company does not have to have an extensive budgeting de­
partment to prepare forecasts. Developments during the year can also 
be input to the analysis, and the model can provide updated forecasts 
without considerable expense.
The costs of printing and distributing the original forecast and 
subsequent updates could be substantial. However, one must weigh the 
cost of this process against the informational benefits which are pro­
vided. There is no reason for projections to be issued in the same 
manner as annual reports. Minimizing the publication costs by using 
black and white offset printing would be a worthwhile objective. The 
idea is to inform, not impress users of forecast information. Costs of 
updates could be reduced by issuing revisions In regular quarterly 
statements, if this would disclose the information on a timely basis.
News releases could cover any major changes between quarterly reports.
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OTHER MANAGEMENT CONSIDERATIONS
There Is no longer a great deal of emphasis given to the point 
that companies would issue forecasts only when It was to their advan­
tage to publicize favorable expectations. The SEC recently ruled that 
any discontinuance of forecasts after once publishing must be disclosed 
to the Commission. These reasons should be easy for Interested parties 
to obtain, and companies that discontinued forecast publication for un­
substantiated reasons would become known in the investment community.
The last well-quoted reasons for the lack of published forecasts 
relate to the nature and potential actions of company management: fore­
casts would always be over-estimated or under-estimated; managers would 
be forced to achieve the forecast; and short-range objectives would be 
emphasized to the detriment of the company. These negative points 
about company managers and their behavior in relation to forecasts are 
not entirely valid.
Since continuous over-estimation or under-estimation of forecasted 
performance would be quickly noticed by investors, it is very unlikely 
that a company would try these tactics regularly. Statement users would 
adjust forecast Information to a more reasonable projection based on 
past experience with forecast variances. If erroneous forecasts were 
issued, investors who relied upon the forecasts and suffered damages 
would sue company directors and management. Legal liability is a de­
terrent to intentional misstatement. Properly prepared projections 
which are not achieved are simply part of market uncertainty, but com­
panies which issue forecasts that are deliberately overstated or dras­
tically conservative would probably be subject to appropriate legal 
liability.
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Managers who use a forecast or any type of budget as a goal which 
must be achieved at all costs are poor managers. All companies have 
some sort of budgeting system, but it is a recognized principle that 
managers should not expect these budgets to be met precisely. Since 
managers are not concerned merely with short-run objectives, the ex­
ternal publication of a forecast will not suddenly change this perspec­
tive. After issuing a projection, managers should perform just as they 
did before by seeking to achieve goals of long-run profitability and 
growth regardless of how this performance compares with short-run fore­
casts. Companies which prepare forecasts have considered the behavior 
of management personnel in the process of basic forecast development.
ECONOMIC CONSIDERATIONS
A final aspect under consideration for the corporate viewpoint in­
volves the effect of economic conditions. A company in a fluctuating 
market or in a period of rapid inflation or recession will have dif­
ficulty in issuing and achieving a forecast. Companies at present are 
reluctant to speculate on the future especially in any formal or exter­
nally disclosed fashion. Internally, however, economic uncertainties 
do not prevent budget preparation. Budgets are continuously prepared 
and updated, and a formal forecast would be treated similarly. Investors 
in this country should realize that economic changes create uncertainties 
and cause adverse results for some individual companies or industries.
A company which openly published and revised its forecasts in response 
to significant movements in the economy would create more faith in the 
long run than one which remained silent.
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SUMMARY OF THE CORPORATE VIEWPOINT
The corporate viewpoint is basically against published financial 
forecasts, although the supporting reasons are not as valid as they may 
sound. There is likely to be no legal liability for a reasonably pre­
pared forecast which is not achieved, but revisions of the forecast to 
reflect new plans or changing economic conditions will be necessary on 
a timely basis. The costs of preparation do not necessarily include 
large budget staffs, since forecasts can be developed informally or with 
computer models. The detail in a forecast should not be enough to dis­
close corporate secrets. Finally, managers should view a published fore­
cast as a budget rather than a goal which must be achieved.
PUBLIC ACCOUNTING VIEWPOINT
The last major group affected by published forecasts is the public 
accounting profession. Controversy is widespread among this group be­
cause of the possibility of attestation to published earnings projections. 
The forecasts could also be published in conjunction with annual reports, 
but in this case, there will be an aura of authority surrounding the 
forecast publication even if no specific attestation is Involved. Many 
of the large national accounting firms have taken a position on the 
subject.
Arthur Young & Company has indicated that publication of forecasts, 
if dependable, should be made available to investors, but not Included 
with traditional financial statements. This position is founded on the 
fact that information pertaining to certain phases of operations can be 
predicted with some degree of reliability and that such data are material
in making investment decisions.^
Coopers and Lybrand has taken a positive attitude in stating that 
forecasts included in financial statements could be beneficial to in­
vestors, but only if the uncertainty of the projections can be clearly 
defined, presented, and comprehended by those making use of the fore­
casts. Their position Is that publication is theoretically desirable, 
but impractical at present because of lack of proper understanding on 
the part of the investing community. Their proposal suggests a two- 
year period of research followed by a three-year period of voluntary 
publication to determine the difficulties experienced with publication. 
Lybrand is against the independent auditor's public association with 
forecasts because of the uncertainty involved, lack of standards on 
which to judge managerial assumptions, and lack of an extended period 
of experience in dealing with such matters. The firm does feel that 
public accountants could play an important part in the computation of 
forecasts or in the development of standards upon which forecasts could 
be compiled,^
Peat, Marwick, Mitchell & Company presented a position paper ex­
pressing a positive attitude toward published forecasts as well as re­
viewing and reporting on forecasts by certified public accountants. The 
company states, "We believe that the publication of forecasts is a na­
tural and inevitable extension of corporate disclosure, and that for
Jan Robert Williams, "Differing Opinions on Accounting Objectives, 
The CPA Journal (August, 1973), p. 654.
26Philip L. Defllese, Forecasting; The Lybrand Position (New York; 
Lybrand, Ross Brothers & Montgomery, 1972), pp. 1-10.
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forecasts to have credibility, they will need to be independently 
reviewed.
Haskins and Sells takes the stand that it is too early to require
or permit forecasts in SEC filings or in published annual reports. When
and if the need for and usefulness of forecasts have been established
and standards for preparation and presentation have been developed, the
28company feels that CPAs should be required to report on the forecasts.
Arthur Andersen & Company believes that forecasting is not an ac­
counting function. The firm contends that forecasting is an investing 
function and there should be strict separation between decision making 
and accounting. Arthur Andersen & Company asserts that accounting 
should not take on the function of trying to predict the results of un­
certain future events. The company does state, however, that published 
goals and plans may be needed to give Investors and financial statement
users more meaningful information concerning the past in their attempts
29to predict and Interpret the future.
A second opponent to accounting Involvement with published fore­
casts is the firm of Ernst & Ernst. The reasoning of this firm is that 
public accountants do not have the expertise to assume the responsibility 
for projections. They, like Arthur Andersen & Company, feel that fore­
casting is an investment function and that financial analysts have an 
advantage in that they perform the forecasting function on a "no risk"
^Joseph P. Cummings, Financial Forecasts and the Certified Public 
Accountant (New York: Peat, Marwlck, Mitchell & Company, 1972), p. 3.
^®Kenneth W. Stringer, "Forecasts of Economic Performance," Public 
Reporting of Corporate Financial Forecasts (ed. Prem Prakash and Alfred 




Price Waterhouse & Company, while not taking a specific stand, made 
the comment that accountants cannot separate themselves from the future 
if accounting is to be a useful profession. Future plans shown on a pro 
formB basis, but separate from the basic financial statements, should 
be disclosed; this disclosure would require some way to deal with the 
shortcomings of the attest function as it relates to projections.^1
No matter what the large national CPA firm opinions are, the cer­
tified public accountant presently has limitations on his permitted re­
lationship with corporate forecasts. According to Rule 2.04 of the A1CPA 
Code of Professional Ethics, a CPA may not allow the use of his name with
a forecast in any way which might lead someone to believe that he is
32vouching for the achievability or accuracy of the forecast. This rule
does not say that he may not prepare or help a client in preparing a
forecast. If this assistance is provided, the accountant must fully
disclose all information sources, assumptions underlying the forecast,
33and degree of responsibility being assumed.
As with all issues, one can find accountants who favor publication 
of forecasts and those who are against it. Both sides are also repre­
sented when the possibility of forecast attestation is suggested. It Is
31Price Waterhouse & Company, op. clt.. p. 7.
32American Institute of Certified Public Accountants (AICPA), Code 
of Professional Ethics (New York: AICPA, 1970), Article 2.04.
33American Institute of Certified Public Accountants (AICPA), Re­
statement of the Code of Professional Ethics (New York: AICPA, 1973),
p. 36.
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difficult to restrict the accountants' viewpoints to matters of publica­
tion only, because a major concern of the forecasting issue for accoun­
tants is whether they should be involved in forecast attestation. The 
major reasons against attestation to forecasts by CPAs include the 
following arguments:
1. CPAs lack competence in evaluating forecasting techniques;
2. CPAs lack ability to evaluate or change management assumptions;
3. Forecast auditing standards have not been developed;
4. Generally accepted forecasting principles have not been 
defined;
5. Independence of the CPA could be impaired by association with 
forecasts;
6. Legal liability of the CPA is a deterrent; and
347. Public misunderstanding of forecast audits Is likely.
Previous discussion has established the valid need for Independent
review and attestation to management forecasts. Arguments against attes­
tation are offered by certain groups of CPAs as well as other interested 
parties. A major point is that the accounting profession is founded on 
the concept of public service. If forecasts which are attested to by
CPAs benefit the public interest more than forecasts without attestation,
35then the attest function should be performed.
ARGUMENTS AGAINST ATTESTATION
The preceding arguments against attestation by CPAs are examined in 
the following discussion. It is important to distinguish between real
<3 /
James P. Bedingfield and Myron S. Lubell, "Published Forecasts and 
the CPA," The CPA Journal (January, 1974), cited in Haskins and Sell (New 
Orleans) This Week in Review (February 8, 1974), p. 4.
35Ibid.
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issues and illusory problems mentioned by CPAs who are reluctant to ex­
tend the attest function to forecasts.
Competence in evaluating forecasts. CPAs are not econometric ex­
perts and this point is an undisputable fact. In forecast audits, the 
CPA must review the system used to produce forecasts. If a computer- 
based forecasting model is employed, the accountant will examine the 
model to determine how efficiently it works. The CPA has regularly 
applies procedures to evaluate computer programs and internal control 
systems, but the CPA is not required to be a systems analyst. It seems 
reasonable to assume that the accountant could validate a forecasting 
model by using historical data to decide whether the model would have 
produced adequate projections in comparison to actual results of past 
periods. If CPA firms can design budgeting systems for clients, then 
they posses competence to review forecasting systems for auditing purposes..
Inability to evaluate management assumptions. A forecast is a 
management expression of planned future performance by the company.
In most cases, it would be Inappropriate for the CPA to try to change 
assumptions used by management in preparing a forecast. If an assumption 
is unreasonable, not supported by proper evidence, or applied inconsis­
tently, the independent auditor would have a duty to see that an explana­
tion is provided by management. The CPA can substantiate assumptions 
by reference to Internal and external sources. The forecast audit re­
quires a determination that assumptions are reasonable, supported by 
evidence, and consistently applied. The CPA regularly applies judgment 
in matters of financial accounting and should be able to review fore­
casting assumptions on the same basis.
Lack of forecast auditing standards. Standards have been developed
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for audits of historical financial statements. These standards prescribe 
auditor qualifications, approach to the audit, a review of the accounting 
system, and certain reporting requirements. The tmn&tion from standards 
for historical audits to standards for forecast audits should not pre­
sent a major obstacle. Appropriate auditing standards and procedures 
must be developed if the CPA is to audit forecasts. The conclusion in 
one survey of CPAs was that procedures and a format for reviewing bud­
getary data could be established. This review would of necessity be
limited to "compilation of the data and soundness of methods used for
36projecting future events." Chartered Accountants in the United Kingdom 
have established certain audit guides which would be useful indications 
of the manner to develop auditing standards in the United States.
Lack of forecast reporting principles. Forecast reporting principles
i' ’i
should involve form and content of forecasts, updating procedures, and 
comparative analysis with attained results. In many respects, forecast 
reporting principles should function in the same manner as generally 
accepted accounting principles apply to historical financial statements.
The present lack of authoritative principles for reporting forecast in­
formation can be remedied by research and experience.
Independence of the CPA. It is often asserted that involvement with 
forecasts will impair the third-party independence of the CFA in relation 
to historical audits. An accountant who attested to the "fairness" of 
a forecast would, according to this assertion, have a conflict of interest 
in reviewing year-end adjustments that could determine whether the forecast
3^K. Fred Skousen, Robert A. Sharp, and Russel K. Tolman, "Corporate 
Disclosure of Budgetary Data," The Journal of Accountancy (May, 1972), 
p. 55.
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was achieved by actual results. In the 1975 proposed forecast rules, the
SEC added a note which indicated that a CPA reviewing or reporting on a
projection will still be considered independent with respect to the finan-
37clal statements of the company which issued the projection. This same 
argument of independence was advanced unsuccessfully for many years 
against management advisory services performed by a CPA firm for an audit 
client, but this reason has not proved to be a substantial detriment to 
the traditional audit function.
Legal liability of the CPA. This argument against attestation to 
forecasts is advanced by auditors because of numerous lawsuits in recent 
years and the increasing cost of professional liability insurance. Some 
statutory relief of accountants' liability is necessary before attestation 
becomes required for forecasts. At present, the American Law Institute 
is engaged in the recodification of the securities law, and one aspect 
of this study is the placement of reasonable bounds on accountants' legal 
liability.38
Peat, Marwick, Mitchell and Company states its belief that:
the securities acts should be amended to limit the exposure of 
CPAs both to historical as well as forecast data, to amounts 
that are not ruinous, to recognize standards of care that ex­
pressly permit the honest exercise of judgment, and to define 
the legal ground rules for forecasts... We are not suggesting 
that CPAs should be exonerated from all liability for forecasts, 
but rather that the degree of liability should be reasonable, 
and should recognize the difficulties and uncertainties in­
herent in forecasting. ’
37**SEC Proposes Rules on Forecasts,” Release No. 33-5581, Ernst & 
Ernst Financial Reporting Developments (May, 1975; Retrieval Number 
38321), p. 14.
^8”The Fate of Forecasting,” The Journal of Accountancy (December, 
1974), p. 42.
^Cummings, op. cit., p. 13.
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If a company's forecast Is prepared conscientiously, In good faith, and 
reasonably updated, the company will not assume significant liability 
r i s k s . I t  seems only reasonable to set the same boundaries on the legal 
liability of CPAs in relation to forecasts.
Public misunderstanding of auditing. The general public possibly 
holds a view of auditing as the process of guaranteeing the validity of 
historical data. If forecasts were to be audited, this misconception 
might cause the public to infer an achievability or accuracy to the fore­
cast which does not exist. The difficulty here is not with an extension 
of the audit function to forecasts, but the totally invalid view of what 
auditing Involves. This misconception can only be clarified through edu­
cation of the public and adequate disclosure by the auditor in relation 
to both historical data and forecasts. This misconception should not 
determine boundaries of the audit and attest function.
ARGUMENTS IN FAVOR OF ATTESTATION
The need for attestation to forecasts is clearly established by the 
features of remoteness, consequence, complexity, and materiality that are 
inherent in financial forecasts. These arguments are derived from the 
forecasting environment. Other factors which indicate the likelihood of 
auditor association with forecasts are the public service attitudes of 
the public accounting profession and favorable audit experience In the 
United Kingdom.
The attest function was developed to instill public confidence in 
financial statements. This function has been extended many times, and 
additional areas are constantly discussed as possibilities for future
40Ibid.. p. 12.
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extensions. The CPA has a recognized obligation to serve the public In­
terest and has always accepted this responsibility In professional prac­
tice. Investors are concerned about the future and currently receive 
financial projections from many potentially unreliable sources. In order 
to instill more confidence In the quality of forecast information, attes­
tation by CPAs is a reasonable proposition. "[Investors] would expect 
CPAs to safeguard them against unscrupulous and Inept preparers.
The accountants1 role could be to attest to arithmetical accuracy, 
consistency In applying to future transactions the historically-applied 
accounting principles, adequacy of disclosure about the probability of 
forecast attainment, and Internal consistency of the data.^2 The auditor 
could not determine the validity of management assumptions, because only 
future events can prove the quality of these judgments. The CPA could 
evaluate the reasonableness of these assumptions and determine whether 
there are striking inconsistencies between economic trends and company 
sales projections or cost figures. In essence, the CPA can review the 
bases of forecasting for extreme optimism or conservatism. In this 
manner, the auditor would be serving the public in a role of attestor to 
the fair presentation of forecast data.
Experiences of Chartered Accountants in the United Kingdom are dis­
cussed in detail in the next chapter. The general conclusion is that 
their experience in reviewing and reporting on certain types of forecasts 
has been favorable. It is also noted, however, that simple reliance upon
^ D. R. Carmichael, "Financial Forecasts - The Potential Role of the 
Independent CPA," The Journal of Accountancy (September, 1974), p. 85.
A2Ibid.
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this experience could not be made In the United States because of distinct 
differences in the legal and economic environments as well as the dif­
ferences between reporting on forecasts in takeover bids* prospectuses, 
and annual financial statements. CPAs in the United States could, however, 
benefit from this forecast audit experience. The Chartered Accountants 
have developed procedures and audit reports which could serve as guides 
toward auditing standards in this country.
RECENT OPINION SURVEYS ON FORECASTING 
In addition to the large public accounting firms, there are other 
sources of attitudes about published forecasts. In a survey In the mid- 
1960s, controllers and public accountants were questioned as to the ex­
tension of the attest function by CPAs. In the area of extension to bud­
gets and other statements of business planning, 94 per cent of the con­
trollers indicated that there was no need for this extension as compared 
to 59 per cent of the public accountants. Reasons for not extending the 
attest function generally included lack of objective measurement criteria 
and lack of justifiable reason for attesting to forecast information.^3 
In 1970, the National Association of Accountants conducted a survey 
of corporate executives and security analysts. This survey showed that 
72 per cent of the companies surveyed were, at that time, publicly or 
privately disclosing profit expectations to individual security analysts. 
Approximately 50 per cent of the executives approved of publicly releasing 
expected earnings per share and related assumptions. On the other hand,
97 per cent of the surveyed security analysts agreed that projected profit
^3Frank J. Imke, "The Future of the Attest Function," The Journal of 
Accountancy (April, 1967), pp. 53-58.
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plans would be useful In evaluating securities; but 70 per cent of this 
group was opposed to Including such plans in corporate annual reports 
because of the necessity to justify differences between analysts' projec­
tions and the company profit plan, the tendency to become overly dependent 
on published plans and to neglect independent verification, and the pos­
sibility that companies would publish misleading data. The analysts did 
favor publishing a range of earnings expectations rather than a formal 
profit plan provided that the range information was accompanied by funda­
mental assumptions.^
An independent survey in 1971 was conducted with three types of res­
pondents which included corporate financial officers, financial analysts, 
and CPAs. Financial officers were strongly opposed to publication of 
projected data because they felt that it would be detrimental to their 
competitive position and that Investors might not use the Information 
properly. The financial analysts' responses were varied* They would use 
the additional data but its availability would not change their methods 
of evaluating Investment decisions. Disclosure of forecast information 
would be useful to them, but they believed that it might confuse the 
average investor. CPAs in general felt that procedures could be developed 
for reporting forecasted information, but they thought investors would 
tend to regard the figures as precise. Accountants feared the improper 
use of the Information by investors and also cited possible injurious 
effects on competitive advantage to the Issuing company.^
^Morton Backer, "Reporting Profit Expectations,'1 Management Ac­
counting (February, 1972), pp. 34-36.
^Skousen, Sharp, and Tolman, op. cit., pp. 51-56.
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In 1972, a major survey dealing with forecasts was conducted by the 
Financial Executives Research Foundation. Over 97 per cent of the res­
ponding companies prepared corporate earnings, expense, and sales fore­
casts covering between one and twenty-three months. Of these companies,
92 per cent expressed forecasts in specific amounts rather than as a 
range of values. Underlying assumptions were considered a necessary part 
of a forecast, and between 70 per cent and 85 per cent of the companies 
had documentation In excess of two pages on which to base their assump­
tions. Variances between forecasted and actual results are generally 
within a plus or minus 10 per cent range, except that earnings by divi­
sions experienced approximately a 20 per cent variance in 13 per cent 
of the respondent companies. Finally, 92 per cent of the responding 
companies were opposed to public release of forecasts for all reasons
46mentioned in previous surveys as well as the cost factor for revisions.
The American Institute of CPAs conducted a survey of chartered finan­
cial analysts (CFAs), financial executives (FEs), and certified public 
accountants (CPAs). The proposal to encourage firms to regularly publish 
a forecasted income statement was agreed to by 59 per cent of the CFAs 
and 49 per cent of the CPAs, but disagreed to by 61 per cent of the FEs.
In the area of competition, 68 per cent of the CFAs, 40 per cent of the 
FEs, and 63 per cent of the CPAs agreed that there would be no harm to 
the competitive position of a firm which publishes a forecast. The CFAs, 
FEs, and CPAs were in general agreement that investors might misinterpret 
forecasted Income statements (47 per cent, 57 per cent, and 48 per cent, 
respectively). The majority of respondents (67 per cent, 55 per cent, and
^Kearney, Sldley, and Austin, op. cit.. pp. 9-55.
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49 per cent) agreed that fear of losing public confidence would deter 
corporations from publishing overstated earnings forecasts. In terms 
of attitudes toward CPAs' reporting on forecasts, 40 per cent of the CFAs,
33 per cent of the CPAs, and 21 per cent of the FEs had a favorable
attitude toward such reports.^
The trend seems to point to an increasing agreement that forecasted
information Is a necessary addition to the Investor decision model.
Financial executives are still in strong opposition to forecast disclosure, 
although their position is weakening. Companies have budget or forecast 
data, use it Internally, and, in many cases, already provide external 
disclosure on a selective basis. Public dissemination of the forecasts 
would give all investors an equal basis upon which to make decisions.
CHAPTER SUMMARY
Inclusion of financial forecasts in published financial statements 
must be discussed in relation to the users, preparers, and auditors of 
those statements. The Study Group on Objectives of Financial Statements 
remarked that forecasts should be Included if they would augment the re­
liability of the financial statements. Forecasts basically conform to 
most of the qualities used to Judge accounting information for inclusion 
in financial statements.
Users and corporate managements have expressed both positive and 
negative arguments about published forecasts. Published projections will 
help eliminate the unequal distribution of budgetary data which now occurs. 
Improved forecast disclosure standards should develop because of recent 
involvement by the Securities and Exchange Commission. The trend of recent
^Asebrook and Carmichael, op. clt.. pp. 38-48.
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court cases appears to favor publication of projections and estimates.^® 
Because of the clarification on areas of potential legal liability» many 
of the arguments against forecast publication cannot be regarded as sub­
stantial.
The public accounting profession is basically concerned about poten­
tial legal liability from attestation to forecasts. In spite of all the 
arguments against extending the attest function, it will probably be in­
vestors and authoritative agencies such as the SEC which determine the 
role of CPAs in this matter. For users of financial statements, there 
are service benefits provided by both forecasts and attestation.
Investors are interested in truthful, realistic, and informed indi­
cations of corporate plans and management expectations, since investment 
decisions are based on the future. Published forecasts can help reduce 
the uncertainty inherent in these decisions. Chapter III discusses the 
current state of affairs in the forecasting area such as the SEC position 
and United Kingdom experience. The forecasting disclosure problem is 
examined by reviewing the experience of Fuqua Industries, Inc., in its 
public distribution of forecasts.
^®"SEC Taking New Look at Profit Forecasting Policy," The Journal of 
Accountancy (January, 1972), p. 12,
CHAPTER III
DEVELOPMENTS IN FORECAST DISCLOSURE 
Published forecasts have been mentioned In accounting literature in 
the past, but only since 1970 has there been serious Interest in the sub­
ject. Reasons for this sudden Interest Include experimentation by certain 
companies in forecast disclosure and investors who are better Informed and 
desire more Information. Another explanation of this interest Is that de­
mand for forecast Information is a natural phase of accounting evolution. 
Resolution of issues in financial accounting has consistently required 
increased disclosure of information by corporations.
The purpose of this chapter is to discuss current issues and develop­
ments in forecast disclosure, including the role of security analysts, re­
commendations of the Securities and Exchange Commission, and forecasting 
practice in the United Kingdom. The experience of Fuqua Industries, Inc., 
with voluntary forecast disclosure in 1973 and 1974 is also analyzed as 
a basis for developing recommended forecast reporting principles.
Since forecast publication is not a common practice in the United 
States, the basic sources of forecast information have been reports of 
security analysts and corporate executive commentary. In February, 1973, 
the SEC issued a regulation to permit voluntary inclusion of forecasts in 
reports filed with the Commission. In contrast to these developments, 
Chartered Accountants in the United Kingdom are involved with corporate
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forecasts and must evaluate the reasonableness of management projections 
and underlying assumptions.
FORECASTS BY SECURITY ANALYSTS
Security analysts have consistently been a major source of information 
concerning future corporate earnings. Analysts have been able to obtain 
the necessary information and have the clients to make their forecasting 
efforts worthwhile. However* there never have been any uniform guidelines 
for preparation of earnings projections by security analysts. Each analyst 
is free to modify or ignore management assumptions, to use the information 
considered relevant, and to disclose the resulting forecasts on a selective 
basis.
With the development of forecasts in this manner, there is always the 
likelihood that forecasts prepared for the same company by different ana­
lysts will vary considerably. There are no reporting principles with 
which analysts must comply, and there is no requirement to disclose under­
lying assumptions. Therefore, investors and other users have no way to 
Judge the quality or level of optimism inherent in forecasts prepared by 
analysts.
In addition to the possibility of different forecasts, there is a lack 
of equal access to this information. Everyone who desires historical data 
concerning a publicly owned company can obtain it, but there is no cor­
responding accessibility to projection data or knowledge by users that 
such information exists. The SEC has attempted to correct this inequitable 
situation. The Commission issued the following statement in 1973: "It
is the appropriate time to take the lead in developing standards and 
guidelines that will enable all issuers to understand their responsibilities
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and all Investors to have equal access to projection information."^
Forecasts prepared by many security analysts are available to the 
public in published form and are often printed in financial news letters 
or other media. It has been suggested that satisfactory results could be 
obtained without forcing corporate Issuance of forecasts by simply re­
quiring analysts to disclose forecasting assumptions. This proposal is 
unsatisfactory because it assumes that potential users of forecast infor­
mation will have Imowledge of its availability.
As pointed out by Mr. Harvey Kapnick of Arthur Andersen & Company,
investment advisors occupy a significant role in forecasting because they
may have information concerning competitors and other factors which are
2unknown to management. The opposite contention is that management should 
be in a better position to forecast sales and earnings of a particular 
company or otherwise analysts would be retained to prepare budgets for 
management use. Disclosure of forecast information by management should 
not be confused with the role of providing investment advice. Forecasting 
advocates simply wish corporate management to assume the responsibility of 
preparing and issuing projections so that information of uniform quality 
is equally available to all potential users.
A Conference Board study of management executives in 1973 examined 
corporate relationships with security analysts regarding the flow of fore­
cast information. Executives in this survey agreed that most security
^Securities and Exchange Commission, "Statement by the Commission on 
the Disclosure of Projections of Future Economic Performance," Securities 
Act of 1933 (Release Number 5362; February 2, 1973) and Securities Ex­
change Act of 1934 (Release Number 9984; February 2, 1973), p. 3.
^Harvey Kapnick, "Before the Securities and Exchange Commission,"
In the Public Interest Volume I (Chicago: Arthur Andersen & Company, 1974),
p. 184.
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analysts tend to ask broad and penetrating questions In the following 
basic areas.
Financial Data: Earnings and earnings per share» sales, capi­
tal expenditures, product line details, financing, depreciation, 
costs, dividends, taxes.
Market Conditions: Share of market, industry trends, economic
conditions, competition, overseas prospects.
Operating Data: Prices, inventory, orders, production, labor,
foreign operations, anticipated problems.
Growth Plans: Acquisitions, diversification, new products, new
ventures, new plants, general outlook.
3Management: Changes, background, philosophy.
The study found that "in half of the companies, only information that 
has been published or is otherwise available to stockholders can be ob­
tained by analysts."4 The basis of forecasts prepared by analysts in 
many cases is entirely dependent on management projections. The survey 
also indicated that management often comments on forecasts developed by 
analysts in order to "guide analysts in the right direction.""*
There are several reasons which explain the reluctance of corporate 
management to issue forecasts publicly. The history of financial accounting 
has documented the former unwillingness of management to disclose profits, 
much less internal planning information. There is also the potential 
threat of legal liability to investors who might claim damages from 
having relied upon management forecasts which involved misleading facts.
3Phyllis S. McGrath and Francis J. Welsh, Jr..Disclosure of Financial 
Forecasts to Security Analysts and the Public (New York: The Conference




While threat of this liability has diminished with legal clarification 
that forecasts are not facts, corporate management simply has not ac­
cepted the responsibility of disclosing forecast information. If manage­
ment would accept this responsibility, it could simplify the role of 
security analysts whose actual function is to evaluate the merits of 
particular securities. Given adequate forecast disclosure, analysts 
could adjust this information if revisions were considered necessary.
SEC REGULATIONS CONCERNING FORECASTS 
Financial forecasts prepared by security analysts or managements 
are generally unpublished. The basic attitude of the SEC about projec­
tions until 1973 is indicated in a quote from "Disclosure Requirements 
Under Federal Securities Regulations" written in 1961:
"Since an expert can speak with authority only as to subjects 
upon which he has professional knowledge and since no engi­
neering course or other professional knowledge has ever been 
known to qualify anyone as a clairvoyant, attempts by companies 
to predict future earnings on their own or on the authority 
of experts have almost Invariably been held by the Commission 
to be misleading because they suggest a competence which In 
fact does not exist.
The SEC justified Its negative attitude towards forecasts with the fol­
lowing reasons:
1. The belief that forecasts could lead to wider management mani­
pulation;
2. The contention that forecasts cannot be substantiated;
3. No guidelines exist that the Issuer, financial analyst, or 
Investor can rely on;
4. The conviction that the historical cost model is an expression 
of objectivity;
^Kenneth I. Soloman, "Pro Forma Statements, Projections, and the SEC," 
Business Lawyer (January, 1969), p. 394.
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5. Potential dangers for the novice as a result of changing factors 
and assumptions which nullify forecasts;
6. The possibility that the degree of subjectivity would mislead 
the investor;
7. The lack of experts to examine the forecasts would place an 
added burden on the Investor to Interpret them for himself;
8. The attitude of ”conservatisIn,, expressed by public accountants 
in order that the scope of their responsibilities be limited;
9. The lack of confidence in the investor’s ability to accurately 
evaluate forecasts; and
10. The SEC’s belief that the primary purpose of disclosure regu­
lations is to prevent manipulative trading practices from 
being perpetrated against people interested in market reality.^
A shift in attitude about projections began appearing in 1969 when 
the SEC required pro forma statements to be included in the financial
Qstatements of all merger proxies. For certain real estate companies, 
Initial offering prospectuses were allowed to contain pro forma figures, 
and companies in extractive industries were required to present "engi­
neering estimates of the physical quantities to be realized from relevant
aproperties, mines, or deposits in the future." At this time,
Chairman Casey began stressing the necessity for all Investors to read 
prospectuses. He believed that earnings projections should be included 
in such documents since many investors were getting equivalent information 
from investment a d v i s o r s . P u b l i c  SEC hearings were held from November
^Martin Shubik and Martin Whitman, "Corporate Reality and Accounting 
for Investors," Financial Executive (May, 1971), p. 52.
®Proxy Regulation, Securities Exchange Act of 1934, Item 149b, 
Schedule 14A.
QSEC Form S-l, Registration Statement Under the Securities Act of
1933.
l®John Gillis, "Securities Law and Regulation," The Financial 
Analysts Journal (July/August, 1972), p. 12.
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20, 1972 to December 12, 1972, on the topic of corporate publication of 
earnings forecasts. Arguments for and against such publications were 
presented, and an announcement was made on February 2, 1973, that the 
SEC would allow voluntary publication of earnings projections by some 
companies in SEC-filed documents.
PROJECTION DISCLOSURE POLICIES
Three categories of companies were originally established by the 
Commission for purposes of implementing its projection policy: (1) re­
porting companies; (2) issuing companies; and (3) other. Reporting 
companies will be allowed to publish forecasts in SEC filings. Issuing 
companies do not meet reporting company standards but may publish fore­
casts outside of SEC-filed documents. Other companies may meet the 
standards of either category (1) or (2), but they do not choose to re­
lease income projections.^ Standards and requirements for reporting 
companies are as follows:
First, the company must have been an Exchange Act company 
for a reasonable period of time and it must have a history 
of earnings and internal budgeting.
Second, minimum standards are set for the forecast. The fore­
cast would have to be for a reasonable time period, such as a 
fiscal year. At a minimum, projected sales and earnings must 
be stated as an exact dollar amount or expressed in a reason­
able range. Underlying assumptions of the projection must be 
disclosed. Finally, a decision in the future to omit fore­
casts must be accompanied by a statement of reasons for cessa­
tion.
Reporting companies would be required to update projections 
on a regular basis, as well as in the event of material changes 
in projections.
lli*The SEC Policy for Projections: New Problems in Disclosure,"
UCLA Law Review, Volume 21 (1973), p. 247.
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The forecast must be included in the annual Form 10-K with a 
comparison being made with actual figures. Cause of material 
variations must be given.^
If a company does not meet the standards prescribed for a reporting 
company or does not wish to comply with filing and disclosure require­
ments of reporting companies* the firm can elect to be an issuing company. 
An issuing company may publish forecasts outside of SGC-filed documents.
An issuing company must* however, treat the release of forecast informa­
tion as a material event which requires full and immediate disclosure.
The forecast must also be filed on a special form with the SEC. Many 
requirements applicable to reporting companies also apply to issuing com­
panies. For example, material variances between projections and actual 
results must be explained in Form 10-K.
The essence of SEC forecast regulations is that a firm which quali­
fies as a reporting company must comply with the applicable filing and 
disclosure requirements if it elects reporting company status. There 
are substantial differences in these requirements depending upon re­
porting company or issuing company status. Issuing companies are not 
subject to standards concerning the formal projection, such as reasonable 
time period, and minimum disclosure of sales and earnings. Issuing com­
panies also are exempt from the standards regarding history of earnings 
and internal budgeting. According to the original SEC release, issuing 
companies are not required to disclose forecast assumptions or to release 
updates on the initial projection. However, in a speech by former SEC 
Chairman Cook in March* 1973* there was an indication that requirements 
concerning assumptions and updates would be extended to all companies
12Ibid., p. 248.
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that present forecasts in SEC-filed documents or to the financial media.
An important item contained in the SEC disclosure policy deals with 
management commentary on projections prepared by or issued from other 
sources. "In order to reduce the potential of Indirect or clandestine 
disclosure, any confirmation by company management of the projections 
of outsiders will cause the projection to be imputed to management and 
will bind the company to fulfill the reporting requirements which are 
placed on issuing c o m p a n i e s . I f  a company acknowledges or confirms 
a forecast which later becomes materially inaccurate, this policy will 
hold company management responsible for issuing appropriate correcting 
statements. This section of the disclosure regulations should reduce 
any casual assent by management to forecasts prepared by security analysts.
CORPORATE LIABILITY FOR PROJECTIONS
This Issuance of misleading projections could result in possible 
legal liability to a company under either common law or securities law. 
Potential liability under the securities law is provided in the Securities 
Act of 1933 and Securities Exchange Act of 1934. Under common law doc­
trines, a fraudulent misrepresentation of opinion exists if the person 
professing the opinion knows or believes it to be untrue or if he has 
no basis for believing his opinion to be valid. This type of fraudulent 
misrepresentation of opinion is actionable, but no liability exists for 
someone who expresses an honest opinion.^
*^Ibld., p. 249, Footnote 23.
I4Ibid.. p. 249.
^Henry B. Reiling and John C. Burton, "Financial Statements: Sign­
posts as well as Milestones," Harvard Business Review (November/December, 
1972), p. 51,
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In 1966, the draft of the Restatement of Torts discussed negligent 
misrepresentation. The draft took the following position: "A misrepre­
sentation occurs when one who supplies information for the guidance of 
others fails to exercise the care and competence that the recipient is 
justified in expecting, and one of the class of persons for whose guidance 
the information is supplied suffers harm."*^ This concept could hold 
substantial liability for companies issuing projections, depending on 
the required level of competence established by law. For the present, 
however, the standard is that no common law liability exists for opinions 
which turn out to be false.
In the Securities Act of 1933, Section 11 deals with legal liability 
of corporations in connection with the market for new security issues.
The major concern of this section with security registrations involves 
false statements of material facts or omission of material facts necessary 
to make financial statements not misleading. If a purchaser of securities 
can demonstrate that the prospectus contained a "materially misleading 
statement," then the company issuing the securities faces almost certain 
liability. The important point is that the statement or fact in question 
must be proved to be materially misleading.
The courts presently have no guidelines to determine what is mate­
rially misleading with regard to forecasts. Judgments in non-forecasting 
litigation are often made in a quantitative manner with different criteria 
depending upon the type of information involved. In the BarChris case, 
a 15 per cent overstatement of net income was not considered material,
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but a working capital ratio of 1.9 as compared with 1.6 actual was
judged to be a material misstatement.*^
Complete reliance upon quantitative criteria In judicial proceedings
could be detrimental to the issuance of forecasts by management. In
order to determine the nature of misleading statements In a forecast,
circumstances surrounding Issuance of the projection and use of this
information by investors need to be evaluated. With regard to liability
under Section 11 of the 1933 Act, current thoughts on forecast accuracy
and materiality are summarized by the following quotation.
"... Section 11 requires the statement to be misleading at the 
time the registration statement was effective before there is 
recovery. Therefore, unless the underlying assumptions are 
misrepresented, proof that the projections themselves were mis­
leading at the effective date would appear quite difficult.
The concern of the courts so far has been that the estimate 
which management Itself Is using should be included, rather 
than how accurate the estimate is. The range for accuracies 
so far has been very broad, and the courts have accepted 
qualification of the estimate."18
Section 12 of the Securities Act of 1933 deals with the liability 
of persons selling securities in interstate commerce by using a pros­
pectus or communication containing a misleading statement. This section 
requires that the seller of such securities did not know or could not 
have known by exercising reasonable diligence that a misstatement ex­
isted.1^ This point suggests that the seller in such markets must make 
reasonable independent investigation of any projections made by management 
in the prospectus or other type of communication. Under this section,
^Homer Kripke, "Some Reflections on ’Material Facts'," The Finan­
cial Executive (November, 1972), p. AO.
^"The SEC Policy for Projections...," op. clt., p. 263.
19Ibid., p. 264.
69
underwriters and brokers could be subject to liability If they make no 
Investigation concerning the reasonableness of forecasts prepared by 
company management. This potential liability is one factor which should 
create demand for review of forecasts by Independent CPAs.
The Securities Exchange Act of 1934 prescribes regulations for 
annual financial reporting to the SEC by companies subject to Its juris­
diction. Rule 10b-5 under this act Involves legal liability in relation 
to projections. With regard to misstating or omitting material facts, 
a projection under Rule 10b-5 would have to be proved "material", and 
the investor must prove that the projection was relied upon. In SEC 
versus Texas Gulf Sulphur Company, the materiality test was applied in 
terms of importance of certain information to a "reasonable man" and
whether such information might affect the value of a company's secur- 
20lties. It appears reasonable that forecasts of future operations would 
meet these materiality tests.
Assuming that a forecast of annual profits would be considered 
material information, reliance upon this information must be proved before 
a company could be held liable for misstating or omitting important facts. 
If an Investor bought or sold securities soon after the issuance of a 
forecast, any assertion of reliance would appear believable or could be 
inferred by the court. Less reliance could be inferred as the time period 
separating forecast Issuance and a specific security transaction Increases. 
This point indicates the need of company management to revise or update 
forecasts that will not be achieved.
"Thus, it would be in be company's best interest to publicly
^ SEC versus Texas Gulf Sulphur Company (258 Federal Supplement 262- 
1966).
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update the projections as soon as possible In order to reduce 
the possibility of reliance on earlier projections. In ad­
dition, reliance would be difficult to infer once a company 
had Issued an earnings report, even if this were an interim 
statement* A reasonable investor would not have relied on 
past projections when the company had come out with state­
ments which indicated that the projection was not going to 
be met."^
DISTINCTION BETWEEN FACT AND OPINION
Liability under the Securities Acts arises from misstatement of 
material facts or failure to disclose material facts. In relation to 
forecasts, there is a definite need to establish a distinction between 
fact and opinion. The trend in court cases seems to be in the direction 
of regarding forecasts as opinions as long as the projections are sup­
ported by objective evidence. In Dolgow versus Anderson, the U. S. Dis­
trict Court in New York held that
"projections, when scrupulously prepared by individuals in 
the best position to make them and when properly reviewed 
and honestly believed to be reasonable at the time they were 
made, are not untrue statements of material facts if future 
uncontrollable events prove the forecast wrong, as long as 
a revision is fully publicized on a timely basis."^2
In Beecher versus Able, the court ruled that an earnings forecast
is not actionable simply because the projections were not achieved. The
court stated that Income projections should be based on fact and that
forecast assumptions must be disclosed "if their validity is sufficiently
in doubt that a reasonably prudent investor, if he knew of the underlying
23assumptions, might be deterred from crediting the forecast."
^l"The SEC Policy for Projections...," op. cit., p. 267.
22John K. Shank and John B. Calfee, Jr., "The Pros and Cons of Fore­
cast Publication," Business Horizons (October, 1973), p. 46.
23"SEC Undismayed by Adverse Court Ruling on Forecasts," The Journal 
of Accountancy (June, 1974), p. 16.
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In relation to liability for forecasts* the SEC Is considering a 
rule that specifies circumstances in which a forecast that Is not achieved 
will not be deemed a misleading statement of a material fact. This rule 
is the "safe harbor" provision of the proposed forecasting regulations.
The Intent of the safe harbor provision is to define those circumstances 
which will afford the greatest likelihood of producing a reasonable pro­
jection. A company which qualifies under this rule would be protected 
against claims by investors that the company's unachieved forecast is 
a misleading statement of a material fact.
To qualify under the safe harbor provision* a company roust have been 
reporting to the SEC under the Securities Exchange Act of 1934 for at 
least three years and must have filed all required reports during the 
preceding twelve months. The company must have prepared Internal budgets
for at least three years* but it is no longer proposed that the Issuer
24must have a history of earnings. The forecast to be Issued must be 
reasonably prepared* reviewed* and in compliance with the minimum stan­
dards prescribed for projections by a reporting company. If the forecast 
Is to include Interval estimates* a range of ten per cent will be con­
sidered reasonable unless the company can prove a more valid range. The
forecast may be reviewed by an independent third party* and a statement
25or opinion concerning this forecast review will be allowed.
Potential legal liability for companies has clearly deterred the
^"SEC Proposes Rules on Forecasts," Release No. 33-5581, Ernst & 




public issuance of forecasts. The proposed SEC regulations and distinc­
tion between fact and opinion in certain court cases should reduce the 
legal risks associated with forecasts. A favorable legal environment 
is a necessary condition for management to accept any responsibility 
for Issuing forecast Information.
CASE OF FUQUA INDUSTRIES, INC.
Fuqua Industries is a publicly owned corporation with annual sales 
in excess of $500 million. The company is diversified and its principal 
products Include agricultural machinery, real estate development, lawn 
and garden equipment, sporting goods, photographic finishing, and motion 
picture entertainment. Total assets on December 31, 1974, were $441 
million. Fuqua received considerable publicity in 1973 when it initiated 
a program to disclose forecasted sales, net Income, earnings per share, 
and supporting commentary by management. Forecasts were issued for 1973 
and 1974. Each forecast is analyzed in the following sections with re­
gard to form, content, interim revisions, and comparison with actual 
results.
ANALYSIS OF 1973 FORECAST
The forecast for 1973 was issued in December, 1972, in a Preliminary 
Annual Report which disclosed the actual Income statement for 1971, un­
audited results for 1972, and the 1973 projection. The 20 page report 
included financial highlights, ratio analysis, and other performance 
measures for the period 1967-1973 along with management discussion of 
prospects for each major area of company operations. Forecasted sales 
and net income were also presented for each principal product line or 
class of business activity. A letter to stockholders within the report
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described the forecast as follows:
We urge you to understand that forecasts of future opera­
tions are baaed on business factors as evaluated by management 
at the time such forecasts are made. In order not to mislead 
investors, we believe our 1973 forecasts to be conservative, 
representing our minimum anticipated financial performance 
as we see economic and competitive factors in December, 1972.
It is Important to read the commentary relating to 1972 opera­
tions and 1973 forecasts to fully evaluate this report.^
The 1973 forecast Included sales of $484 million, net Income of
$21.4 million, and earnings per share of $2.09. Fuqua issued its 1972
annual report in February, 1973, and this document further described
budgetary procedures used in developing the forecast and presented the
projections for 1973 in all comparative financial analyses outside the
formal financial statements for 1972.^ The independent auditors, Ernst &
Ernst, did not comment upon the forecasts and were not mentioned in the
Initial forecast document which preceded publication of the 1972 annual
report.
During 1973, there was no public disclosure of any forecast revisions 
Implemented by Fuqua. In February, 1974, the company published a report 
entitled Preliminary Results for 1973 which compared a restated 1973 
forecast with unaudited 1973 results and also presented the forecast for 
1974. The 1973 annual report to stockholders was also issued in February,
1974. In this report, audited annual results for 1973 were compared with
the original forecast as restated for the effects of discontinued busi­
nesses. Several corporations within the consolidated entity were acquired
^Fuqua Industries, Inc., Preliminary Annual Report 1972 A Look 
Ahead to 1973 (Atlanta, Georgia: Fuqua Industries, Inc., 1972), p. 1.
97Fuqua Industries, Inc., 1972 Annual Report (Atlanta, Georgia:
Fuqua Industries, Inc., 1973), p. 3.
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during 1973, and certain operations were discontinued.
The summary of operations in the 1973 annual report presented the
following comparative information along with details for each line of 
28business.
1973 Performance Review 
Original Restated Actual
(Dollar Amounts in Millions) Forecast Forecast Results
Total sales $484.0 $429.0 $479.2
Income - continuing operations $ 21.4 $ 18.1 $ 20.3
Actual net Income for 1973 was $16.3 million which reflected the operating 
results of discontinued businesses and any gains or losses on disposal 
of these segments. Actual net Income and related earnings per share 
analysis were presented only In the formal income statement.
Changes in corporate structure. One problem in evaluating the 
quality or accuracy of the 1973 forecast is that relevant information 
was contained in three documents: a preliminary annual report for 1972
which presented the original forecast; a preliminary annual report for 
1973; and the formal annual report for 1973. Restatement of the original 
forecast is analyzed in this section to determine the procedures which 
should be used in revising a forecast to reflect changes in corporate 
structure.
Exhibit 3.1 shows the original 1973 forecast as it was presented in 
December, 1972, and the revised forecast which appeared in the preliminary 
report for 1973. The original forecast was restated for the effects of 
discontinued businesses, and all adjustments required to reconcile the 
two forecasts are disclosed in Column (b) of Exhibit 3.1. When the
^®Fuqua Industries, Inc., 1973 Annual Report (Atlanta, Georgia:
Fuqua Industries, Inc., 1974), p. 4.
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EXHIBIT 3.1 
FUQUA INDUSTRIES, INC. 
COMPUTATION OF 1973 FORECAST REVISION 












Net sales $484,000 ($55,000) $429,000
Total expenses (441,600) 48,500 (393,100)
Income before taxes $ 42,400 ($ 6,500) $ 35,900
Income taxes (21,000) 3,200 (17,800)
Income from continuing
operations $ 21,400 ($ 3,300) $ 18,100
(a) Source of original forecast is Preliminary Annual Report 1972, 
page 3. Forecasted earnings per share based on 10,000,000 
common shares was $2.09.
(b) Reductions in the original forecast were computed as the 
difference between original and revised projections.
(c) Source of revised forecast is Preliminary Results for 1973. 
page 2. The revised forecast disclosed only sales, income 
before taxes, income taxes, and income from continuing 
operations.
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original forecast was Issued, It emphasized projected net Income of $21.4 
million and related earnings per share of $2.09. The restated forecast 
developed by Fuqua did not extent beyond "income from continuing opera­
tions." Evaluation of the forecast and actual results in terms of Income 
from continuing operatlns Is acceptable as long as the two income measures 
are properly comparable.
A major question regarding comparability involves the nature of 
forecast adjustments summarized in Exhibit 3.1. Since the adjustments 
were described as restatements of the initial forecast to reflect dis­
continued operations, the forecast revisions should correspond approxi­
mately with revenues and expenses of the discontinued segments. In 
Exhibit 3.2, total adjustments to the original forecast are compared with 
the effects of discontinued operations as reported in the 1973 annual 
report. In the revised forecast, sales were adjusted downward by $55 
million, but actual sales of discontinued segments in 1973 were $25.5 
million. With regard to Income from continuing operations, the forecast 
was adjusted downward by $3.3 million, but the actual operating losses 
of discontinued segments amounted to $3 million. Unexplained adjustments 
to the original forecast, as derived in Exhibit 3.2, Involve a $29.5 
million decrease in sales and a $6.3 million decrease in Income from 
continuing operations.
Analysis in Exhibit 3.2 assumes that actual and forecasted operating 
results for discontinued segments should be approximately equal. Two 
subsidiaries were sold in 1973, and three other firms were sold early in 
1974. No explanations were provided by Fuqua to reconcile the forecast 
revisions with actual results of discontinued operations. One inconsis­
tency of any downward adjustment to the original forecast is that four
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EXHIBIT 3.2 
FUQUA INDUSTRIES, INC. 
ANALYSIS OF 1973 FORECAST REVISION 
(Amountb In Thousands of Dollars)
Net sales 
Total expenses
Income before taxes 
Income taxes
Income from continuing
operations $ 3,300 ($3.000) $ 6,300
(a) Total adjustments to the original 1973 forecast are computed in 
Exhibit 3.1. Direction of the forecast revision was to reduce 
sales by $55 million and income by $3.3 million.
(b) Actual results of discontinued operations were reported by the 
company in its 1973 Annual Report, page 27. Discontinued seg­
ments had revenues of $25.5 million and operating losses of
$3 million.
(c) The original forecast was restated for discontinued operations. 
If amounts in Column (b) were eliminated from the original fore­
cast, then amounts in Column (c) were the additional adjustments 
required to account for the total forecast revision shown In 
Column (a). Amounts in Column (c) represent a $29.5 million 


























new companies were purchased during 1973. A realistic revision of the 
forecast for continuing operations would be to increase the initial sales 
and net income forecasts to include amounts applicable to companies ac­
quired during the year. Since adjustments of this nature were never men­
tioned , it is not possible to determine whether the restated forecast is 
properly comparable with actual Income reported for 1973.
In summary* forecasted income was restated from $21.4 million to $18.1 
million. The revised forecast presents a pleasing comparison in relation 
to Income from continuing operations of $20.3 million as actually reported 
for 1973. It is not possible, however, to objectively analyze or evaluate 
the $3.3 million forecast revision to determine the exact nature or pro­
priety of this amount.
Comparison of earnings per share. The Preliminary Results for 1973 
compared forecasted and actual earnings per share with the following state­
ment: “Earnings forecast for 1973 were $2.09 per share. Estimated actual
291973 earnings from continuing operations is $2.10 per share." This 
statement was printed in bold dark print and was the only forecast to 
actual earnings per share comparison contained in any document involving 
the 1973 projection. This comparison falls to note that the $2.09 fore­
cast amount pertained to the original forecast, whereas sales and earnings 
on a forecasted basis were restated for discontinued operations in all 
other evaluations of the 1973 forecast.
If the earnings per share comparison had been based on the revised 
forecast, there would have been less sensation than was caused by the
^Fuqua Industries, Inc., Preliminary Results for 1973 and a Look
Ahead to 1974 (Atlanta, Georgia: Fuqua Industries, Inc., 1974), p. 1.
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apparent one cent accuracy which Fuqua reported. Primary earnings per 
share of $1.76 based on income from continuing operations in the revised 
forecast is computed in Exhibit 3.3* If the $1.76 amount had been re­
ported in relation to $2.10 actual, users of this information could have 
properly assessed the level of conservatism inherent in the forecast.
The highly publicized comparison of $2.09 versus $2.10 is an illusion of 
forecasting accuracy caused by improper disclosure.
The analysis and criticism of practices by Fuqua Industries in fore­
cast disclosure are not designed to discredit the company. Results of 
this analysis emphasize the importance of independent forecast review by 
a third party and the need for standards or principles of disclosing and 
evaluating forecast information. Reporting principles are clearly needed 
to guide management in disclosing original forecasts, interim revisions, 
and comparisons between actual and forecasted results. The 1973 forecast 
and subsequent evaluations by Fuqua Industries Involved both confusing 
and misleading practices which could be avoided in the future if appro­
priate reporting principles were observed.
ANALYSIS OF 1974 FORECAST
The initial forecast for 1974 was issued by Fuqua Industries in its
Preliminary Results for 1973. Projected sales were $541 million with in-
30come from continuing operations of $24 million. The four-page forecast 
disclosure was considerably less extensive than the 1973 presentation* In 
the company's interim report for the six months ending June 30, 1974, Fuqua 
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(a) Source of data in original forecast is Preliminary Annual Report 
1972, page 3. Adjustments used in computing the $2.09 amount 
are computed below for use in (b).
Forecasted income $21,400,000
10,000,000 shares x $2.09 (20.900.000)
Income adjustments for EPS $ 500,000
(b) Source of income data in revised forecast is Preliminary Results 
For 1973, page 2. Earnings per share is computed as follows: 
Revised forecast of Income $18,100,000
Less adjustments for EPS in (a) (500.000)
Earnings per share numerator $17,600,000
Earnings per share based on
10,000,000 shares $1.76
The $.38 effect of discontinued operations id the per share 
amount of $3,800,000 loss on disposal of segments.
(c) Source of actual earnings per share data is 1973 Annual Report, 
page 33.
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31Income from continuing operations of $21.5 million. Reasons for the 
forecast revision Included higher than anticipated Interest costs and 
general Inflationary trends. It was also noted that adverse effects on 
business performance could be expected If the recession continued through­
out 1974.32
After Fuqua revised it original forecast In the third quarter, annual 
operations for 1974 were affected by a change in consolidation policy and 
adoption of the LIFO method of Inventory valuation. The change to LIFO 
was implemented toward the end of 1974 and decreased net income by $4 mil­
lion. Arizona Valley Development Company was included in the original
forecast but was excluded from actual results for 1974 because of a change
33in consolidation policy. Because of these reasons and other problems 
in explaining actual to forecast variations, the 1974 annual report con­
tained no comparative analysis between actual and forecasted results.
Exhibit 3.4 presents the original 1974 forecast, the revised forecast, 
and actual results for income from continuing operations. The annual re­
port compared 1974 operations to actual results for 1973 and excluded both 
the original forecast and revised forecast from all performance analysis. 
Management commentary throughout the annual report could have been used 
to explain the company's inability to achieve forecasted results for 1974. 
Principal operating problems included fuel shortages, difficult credit 
conditions in consumer financing, prolonged strikes, material shortages
31yUqua Industries, Inc., Six Months Report and 1974 Forecast Update 
(Atlanta, Georgia: Fuqua Industries, Inc., 1974), p. 3.
32Ibid., p. 2.
33Fuqua Industries, Inc., 1974 Annual Report (Atlanta, Georgia: Fuqua




SUMMARY OF 1974 FORECASTS AND ACTUAL RESULTS 










Net sales $541,000 $581,000 $550,700
Total expenses (493,700) (538.400) (531,300)
Income before taxes $ 47,300 $ 42,600 $ 19,400
Income taxes (23,300) (21,100) (9,200)
Income from continuing 
operations $ 24.000 $ 21,500 $ 10,200
Sources of data are the following reports Issued by Fuqua Indus­
tries, Inc. :
(a) Preliminary Results for 1973. page 2.
(b) Six Months Report and 1974 Forecast Update, page 2.
(c) 1974 Annual Report, page 23.
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and higher prices, and economic slowdown in several industries.
As indicated in Exhibit 3.4, the variation between actual Income and 
the revised forecast was $11.3 million or 111 per cent of actual Income. 
The company did not cite specific reasons for having failed to analyze 
the difference between forecasted and actual results. There were several 
uncontrollable economic factors which could have been used in such a re­
conciliation, as well as controllable factors such as the effects of 
change in accounting principles. The company chose to Ignore this re­
porting responsibility and also discontinued Its policy of issuing fore­
casts. There was never any detailed public statement regarding the 
reasons for this decision.
In general, the forecasting experience of Fuqua Industries, Inc., was 
not a success from the standpoint of a company being able to issue and 
reasonably achieve a forecast* The overall experience should prove to 
be valuable for companies which elect to issue forecasts in the future. 
Appropriate reporting principles must be developed concerning form and 
content of forecasts, updating procedures, and comparisons between fore­
casts and attained results. In many cases, management will be reluctant 
to analyze objectively a forecast which was not achieved by actual opera­
tions. Since the illusion of accuracy is easily created by using inappro­
priate comparisons, forecasts and related evaluations Issued by management 
should be reviewed and reported upon by an independent third party.
FORECASTS IN THE UNITED KINGDOM
In comparison with the limited experience and controversial nature 
of published forecasts in this country, accounting practice in the United 
Kingdom with respect to projections is considerably different. Formal 
forecasts are not issued in corporate annual reports to stockholders or
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in subsequent statements prepared by the company* but general comments
are permitted regarding the overall trend of operations and expected future
profits.^ In contrast, forecasts have for many years been included in
prospectuses and takeover circulars. ''Forecasts must be published in a
prospectus when the company is quoted or seeking quotation on the London
35Stock Exchange." While forecasts are considered desirable, they are 
not required in takeover circulars.
FORECASTS IN SECURITY DOCUMENTS
The prospectus of an English company will generally Include several 
paragraphs describing future prospects, such as forecasted profits, taxes, 
and dividend payments. This information is usually related to current 
year operations and may be issued only several months before year-end.
It is traditionally a conservative projection, and the forecasted data 
are not directly attested to by an Independent accountant. The accountant 
must give his consent, however, to the publication of his report (opinion) 
on the prior years' profits and net assets as of the last audited balance 
sheet date in the context that this information is presented. Usually a 
ten-year profit sunmary is presented, and the last audited balance sheet 
date cannot be more than nine months before the issuance of the prospec- 
tuB.^ The expectation is that the accountant will not consent to
David C. Damant, "Financial Forecasting by Companies," The Financial 
Analysts Journal (September/October, 1972), p. 44.
35D. R. Carmichael, "Reporting on Forecasts: A U. K. Perspective,"
The Journal of Accountancy (January, 1973), p. 37.
^^John P. Grenside, "Accountants’ Reports on Profit Forecasts in the 
U. K.," The Journal of Accountancy (May, 1970), p. 48.
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publication of his previously issued opinion if he does not approve of 
forecasts contained in the sane document.
In addition* comfort letters are often required by underwriters when 
an earnings forecast is Included in a prospectus. The comfort letter 
describes assumptions of the forecast and the review of forecast prepara­
tion performed by the accountants. The comfort letter is a private docu­
ment between the accountant and underwriter* is never referred to in
conjunction with sale of the securities* and is merely in the form of ne-
*4 37gative assurance.
Under the City Code on Takeovers and Mergers* there is a requirement
that if a forecast is published in a takeover document then it must be re-
38ported upon by an independent accountant. Forecasts are not, however,
required to be included in merger circulars. Rule of the City Code
states "Shareholders must be put into possession of all the facts necessary
for the formation of an informed judgment as to the merits or demerits of
an offer. Such facts must be accurately and fairly presented and be
available to the shareholder early enough to enable him to make a decision 
39In good time." Because of their Importance to such a decision, forecasts 
are often published, and independent accountants are asked to report on 
these forecasts to avoid overconservatism or extreme optimism by
37Ibid.
38Carmichael, op. clt*, p. 38.
39Dan M. Guy* "The Independent Public Accountants* Responsibility and 
Auditing Procedures for Projected Financial Statements,*' (unpublished 
doctoral dissertation, College of Business Administration* University of 
Alabama, 1971), p. 60, Footnote 99.
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management.
The English Institute of Chartered Accountants has prepared a sug­
gested report form to be used when no qualifications exist with respect 
to the forecast. The accountants have no responsibility for preparing 
the projection; they merely perform an objective review of the accounting 
bases and computations, the extensions from underlying assumptions, and 
consistency with presently applied accounting principles. The accountants 
also have no responslblity for the validity or reasonableness of fore­
casting assumptions. There is a general agreement that independent ac­
countants will not report on a forecast unless they are satisfied that 
underlying assumptions are reasonable. The accountants are in a position 
to advise management regarding the assumptions which should be described 
in the public report and must remain alert to the potential omission of 
important assumptions.
With respect to presentation, the future accounting period is generally 
limited to six to eighteen months because of the uncertain nature of fore­
casts. Point estimates are used rather than ranges; it is felt that ranges 
may become too wide to make them useful and that probabilities for pro­
jected amounts are more important than ranges. Detailed data are not 
presented because of the British preference for conciseness as well as the 
importance of distinguishing between historical and forecasted data. "If 
forecasted information can be compared line by line with historical infor­
mation, an undesirable implication of comparable exactitude may result."^® 
Forecasts in prospectuses are almost always exceeded by actual results
^®Carmichael, op. cit., p. A3.
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because of the conservative nature of the projections.42
To determine the relative accuracy of forecasts contained In takeover 
and merger circulars, a survey was conducted by the English Panel on 
Takeovers and Mergers* The period under review was from April, 1969 to 
early 1971. Profit forecasts of 210 companies were compared with actual 
results for the forecast period. For 81 per cent of the firms, actual 
profits were within a range of plus or minus ten per cent of the forecast. 
The survey did not distinguish between forecasts that were prepared for 
an annual period and projections for a shorter time span.
Of the 40 companies not within the ten per cent performance range,
18 firms supplied satisfactory explanations of variances; in 12 cases, 
forecast variation explanations were considered marginal; and the re­
maining 10 companies provided either no explanation or unsatisfactory 
ones concerning variances between actual and forecast. The general con­
clusion was that
about 17 per cent of forecasts are being missed; but about 
half of those, and possibly three-quarters, are misses which 
are explained by reference to the stated assumptions or 
covered by circumstances which are generally unforeseen.
[Director General of the Panel, Ian J. Fraser] would describe 
this as a fairly satisfactory tally [as the time period 
covered involved] the worst economic recession experienced 
since the 1930s.
ACCOUNTANTS * LIABILITY FOR FORECASTS
One of the major concerns in the United States in regard to accoun­
tants' association with profit forecasts is the extent of the CPAs' legal
41lbid*, p. 37.
42"Britons Measure Profit Forecasts," The Journal of Accountancy 
(November, 1971), p. 16.
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liability. This matter is not of great concern in the United Kingdom.
Rule 15 of the City Code states "profit forecasts must be compiled with 
the greatest possible care by the directors whose sole responsibility 
they are [emphasis supplied]."43 position of the independent accoun­
tants with respect to profit forecasts is to satisfy themselves as to the 
reasonableness of assumptions and that calculations in the forecast were 
made in accordance with the assumptions.
The Institute of Chartered Accountants recognizes that it is not 
possible to confirm or verify a forecast and that no actual audit* as the 
term is generally used* is being performed. The Institute does feel, 
however* that "within limits* accountants can properly undertake a critical 
and objective review of the accounting bases and calculations for profit 
forecasts and can verify that the forecasts have been properly computed
from the underlying assumptions and data* and are presented on a consistent
44basis [with historical statement accounting principles]."
It is continuously stressed that the primary responsibility for a 
forecast lies solely with the directors of a company. The earnings fore­
cast must be formally adopted by the directors* and the major underlying 
assumptions must be published with the projection; guidance as to what is 
considered a major assumption is provided by the independent accountants.
The reasoning for accountants' association with projections is simply to
45"ensure that forecasts are made realistically and responsibly.
Five reasons are cited for the apparent lack of concern by Chartered
/ *1Grenside* op. cit., p. 50.
**Ibld.* p. 51.
^Damant* op. cit.* p. 46.
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Accountants with respect to liability* First, litigation against inde­
pendent accountants is not extremely common in the United Kingdom. British 
lawyers cannot accept engagements on a contingent fee basis, and there 
can be no class actions or derivative suits. The accountant is not sub­
ject to the heavy burden of proof which applies to the CPA under the 
Securities Act of 1933 in the United States. Lastly, third-party suits 
against accountants are "Just not done."^** General forecasting experience 
in the United Kingdom can serve as a useful model for developing certain 
practices in the United States. Important differences will undoubtedly 
emerge because of the distinct legal environment which prevails in this 
country.
CHAPTER SUMMARY
Important developments in forecast disclosure Include the role of 
security analysts, changes in regulations of the Securities and Exchange 
Commission, experiments in forecast disclosure by certain companies, and 
forecasting practices in other countries. The traditional source of fore­
cast Information in the United States has been the security analyst. These 
analysts obtain complete forecasts from corporate management or receive 
sufficient Information to permit the preparation of an earnings forecast.
In either case, there are no guidelines to require disclosure of forecast 
methodology or underlying assumptions. Forecast information published by 
security analysts is distributed selectively to their clients or is not 
utilized by the general investor because availability of the data is not 
known.
^Carmichael, op. cit., p. 42.
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Corporate management has always been reluctant to disclose forecast 
Information to the general Investing public because of potential problems 
with legal liability. In February, 1973, the Securities and Exchange 
Commission issued regulations to permit voluntary inclusion of forecasts 
in reports filed with the Commission. The regulations defined certain 
standards of preparation and disclosure that will apply to reporting 
companies and to issuing companies.
Fuqua Industries, Inc., issued public forecasts for 1973 and 1974. 
These forecasts were not filed under the SEC standards applicable to a 
reporting company. The firm experienced considerable problems in achieving 
its 1974 forecast and discontinued the program of issuing projections.
In comparison with experience in the United States, forecasts are accepted 
disclosures in prospectuses and takeover circulars in the United Kingdom. 
Under certain circumstances, independent accountants review and report on 
the forecasts. Forecasting experience in the United Kingdom offers some 
guidance to practices which should be developed in this country.
Numerous Issues must be resolved before forecasts could ever be 
required disclosures or even a widely-accepted voluntary practice in this 
country. Analysis of the Fuqua Industries case indicated the need to 
develop forecast reporting principles regarding form and content of 
forecasts, updating procedures, and comparisons with attained results.
These issues are examined in the remainder of this study.
CHAPTER IV
MODELS FOR FINANCIAL FORECASTING
The art of forecasting has developed from the rather simple estima­
tion of causal relationships to its present state of highly complex com­
puter models using numerous Interrelated input variables. The purpose 
of this chapter is to trace the history of forecasting and to investigate 
the usefulness of computer models in preparing corporate financial fore­
casts.
tn order to predict future operations using a sophisticated model, 
one must build that model with care and validate its output. Inputs must 
be analyzed in terms of their benefits and sensitivity of the model to 
them. Underlying assumptions must be made in order to establish the 
framework of the model. For a company to forecast, it should have some 
Indications of general business trends, industry conditions, and its own 
market position. To generate this data requires highly complex budgeting 
and strategic information systems. For small company operations, Buch 
highly sophisticated systems would be unusual.
As an indication of how well computer models would forecast without 
the support of a large budgeting Btaff, the Delphi XX model will be 
applied to financial information provided by Communications Industries, 
Inc. This model uses past financial statement ratios as a starting point, 
but allowB management great flexibility in changing or adjusting such
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relationships. In this case application, the model will be run using a 
sales value for the next period and financial statement ratios of the 
preceding period. Forecast output generated by the model will then be 
compared to actual historical data to determine the accuracy of the 
forecast. Acceptable validation of the model would mean that small com­
panies without extensive internal budgeting capability could prepare 
forecasts at a reasonable cost.
SUMMARIZED HISTORY OF FORECASTING 
The management planning process Invariably relates to actions and 
circumstances involving the future. In most cases, managers use past 
and present circumstances as bases for recommendations about future pro­
grams. However, the facilities, labor, capital, and other requirements 
necessary to Implement such programs usually Involve projections of future 
operating volume, environmental conditions, and other prevailing cir­
cumstances.
Managers plan In order to direct the course of controllable events 
and to avoid the adverse effects of uncontrollable future events. Alter­
native paths or directions can be explored, and separate courses of action 
are decided upon to bring about desired results. The more attention a 
company pays to its objectives or strategy, the clearer the choices and 
their consequences will be when the company Interacts with the environment 
in which it operates.^
A key aspect of planning is the revision of plans when new or better 
data emerge. Plans must consider alternative courses of action and these
Robert L. Katz, Management of the Total Enterprise (Englewood Cliffs, 
New Jersey: Prentice-Hall, Inc., 1970), p. 71.
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alternatives should be evaluated in terms of the most accurate informa­
tion which Is available. Therefore, the best plan is usually a flexible 
one which allows new inputs to adjust and modify the basic assumptions 
and previously expected effects.
EARLY DEVELOPMENT OF FORECASTING
The art of planning has been practiced since the recorded beginning 
of mankind. Early forms of planning were simple and unformalized since 
there were few complex variables with which to deal. This environment
was changed by the extension of the trading process and development of
technology during the era of industrialization. Because of the greater 
processing capabilities and the greater capital outlays, more attention 
had to be given to planning.
The budget as a tool of planning dates back to the 18th century.
In England, the annual accounting report delivered to Parliament by the 
Chancellor of the Exchequer was known as a budget. This report contained 
a statement of the past year's expenditures, an estimate of the coming 
year's expenditures, and a schedule of taxes and recommendations as to 
methods of levying the taxes. At this time, governments were the only 
institutions large enough to recognize the need for and have the capability 
of applying such estimating techniques.
In time, people outside government became concerned with planning. 
These early theorists developed a hypothesis that a properly constructed 
diagram could predict changes in business conditions. However, the 
earliest observers were inclined to rely specifically on one index. It
^Prior Sinclair, Budgeting (New York: The Ronald Press Company,
1934), p. 3.
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was during this period that Jevons, a noted English economist, elabo­
rated his famous sun spot theory. Based on his calculations, sun spots 
controlled weather conditions on earth and, by observing these sun spots, 
one could predict general business conditions. According to his reasoning, 
the basis of prosperity depended on crop conditions. If the weather is 
good, food supplies will Increase and prices will decline. Consumers
could therefore use wages to purchase other goods, and businesses will 
3prosper.
Even if the causal relationship of sun spots with weather conditions 
had been proven, Jevons failed to consider other factors which might 
affect economic conditions. Like many people who try to predict future 
happenings, his error was in relying on a single index for precise results, 
but his work was an important step in trying to forecast business condi­
tions. The next advance in forecasting was made by Bennon who postulated 
the rule that recessions Invariably be followed at regular Intervals by 
periods of prosperity. While recognizing a causal relationship between 
certain factors and business conditions, Bennon was misguided in that he 
thought there was a regular course of business cycles and that the course 
governed the causes.
FORECASTS FOR BUSINESS USE
A development of note was the application of budgets in business 
practice. After 1900, budgets were used to a great extent in the United 
States for governmental and institutional purposes. Businessmen developed
■^Percival White, Forecasting. Planning, and Budgeting in Business 
Management (New York: McGraw-Hill Book Company, Inc., 1962), pp. 35-36.
**Ibtd., p. 36.
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interest in budget applications to business problems. Around 1900, Fayol 
began writing about administrative theory. In his 1916 publication,
Fayol listed what he considered to be the elements of management. The 
first of these elements was a combined function of planning and forecasting. 
Fayol considered foresight to be a basic management necessity. A good 
plan of action was unified or supported by detailed plans, continuous 
through time, flexible in order to deal with unexpected events, and pre­
cise. Forecasts were to be prepared for both short and long-range periods 
and should be revised as necessary. The stress that Fayol placed on 
long-range planning was a unique contribution to management thought for 
his time.^
It is unusual that Fayol would place such an emphasis on long-range 
planning during a period when so little was known about budgeting or fore­
casting. Business budgetary acceptance is dated to 1922 with the publi­
cation by J. 0. McKinsey of Budgetary Control.̂  Early applications of 
budgets were primarily in the area of expenses and cost control, but bud­
getary planning was rapidly extended to deal with sales revenues and capi­
tal expenditures.
The art of forecasting was in its infancy in the 1920s. The theory 
of probability was mentioned during that period but was thought to offer 
limited assistance to forecasting. According to Jordan, "human Intellect 
has not thus far developed the capacity simultaneously to comprehend and
-’Daniel A. Wren, The Evolution of Management Thought (New York:
The Ronald Press Company, 1972), p. 222.
^Sinclair, op. cit., p. 4.
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properly to coordinate all the possible happenings in economic activity..."^ 
Little did anyone realize that in less than 40 years an "intellect" 
would have been developed that could simultaneously deal with a great 
many happenings and determine outcomes in mere minutes.
The naivity of the models used in the 1920s is shown by the following 
quote: "Long -term forecasts are generally based on the assumption that
the rate of progress or retrogression experienced over a series of years
g
will continue into the future." Graphic presentations were considered 
essential for purposes of prediction and planning. Many forecasting 
models of today exhibit these same characteristics even though applicable 
techniques have advanced a great deal.
The tentativeness of forecasts was noted, and recommendations for 
review and revision of forecasts were included in texts on the subject.
Flans made from forecasts should be flexible in order to provide for un­
foreseen circumstances. Jordan felt that forecasts had definite value
9"although a high degree of accuracy may never be gained in this field." 
Accuracy has Improved since Jordan's time, but forecasting is still an 
art rather than an exact science.
In the 1930s, many books were written on budgeting and planning.
Most of these texts attempted to implement basic concepts, demonstrate 
"how to" applications, and redefine terms rather than introducing new or 
innovative techniques. Emphasis of procedures is explained by the fact
^David F. Jordan, Practical Business Forecasting (New York: Prentice-




that businessmen finally wanted to know and understand some of the 
existing techniques in order to help them reconstruct business operations 
that suffered in the 1929 market decline.
COMPLEX FORECASTING MODELS
During World War II, industrial demand allowed enough businesses to 
become prosperous that writing on the subject of planning and forecasting 
was not in heavy demand. After this period, businessmen began to notice 
that techniques and devices used outside the business world might apply 
to business operations. Long-range planning and forecasting became im­
portant concepts to entrepreneurs.
In 1955, an article in Business Week summarized three basic approaches 
to forecasting.^ The loaded deck strategy attempts to find and use 
inside or as-yet-unknown information. This approach to forecasting was 
used by the earliest planners and is currently used to a great extent. 
Oaks-from-acorns is the second approach which assumes that the future 
grows out of the present. Trend extrapolation is a basic technique in 
this approach. This simple method was used by managers in the 1920s, 
and many managers use it even today regardless of the advances which have 
been made in the forecasting field.
Test-tube forecasting is the third approach which refers to the de­
velopment of theoretical economic models which can be manipulated in an 
experimental manner. Test-tube forecasting or simulation has been popular 
in the 1970s because the models can be executed by computers and can
^"Business Forecasting/1 Business Week (September 4, 1955), p. 90, 
quoted in Dalton E. McFarland, Management Principles and Practices (New 
York: The Macmillan Company, 1958), pp. 73-74.
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perform complex probabilistic simulation. Complex current business 
problems, advances In computer technology, and improved knowledge of 
quantitative methods have contributed to the development of simulation 
models for forecasting purposes.
Although accurate forecasting techniques have been developed, there 
are at least four valid reasons why companies are not using these tech­
niques to the fullest extent. First, there is the short time period 
which is a constraint in many decision-making cases. Models require 
time for development, generation of input data, and interpretation of 
output. An additional deterrent is the inaccessabllity of data needed 
for inputs to some models. Many times it is difficult to justify the 
time delay inherent in using models agalnBt the necessity of a quick 
estimation. The third reason against using models extensively is related 
to human nature. People resist change, and the use of model techniques 
requires training and a new outlook. Finally, models often make so 
many adjustments in attempting to reflect reality that the assumptions 
invalidate the results.^ Models and simulation techniques for forecasting 
are available, and several successful applications have been documented 
in practice. The decision to use a forecasting model should consider 
the required investment to properly construct and validate the model.
MODELS AND VALIDATION PROCEDURES
For forecasting purposes, two types of models are generally used, 
predictive models and analytical models. Predictive models simply produce 
useful predictions, but they do not necessarily involve an understanding
H e • Jackson Grayson, Jr., "Management Science and Business Practice," 
Harvard Business Review (July/August, 1973), pp. 43-44.
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of the underlying events which are predicted. A model which simply pro­
jects past trends into the future is a predictive model. On the other 
hand, analytical models consider and depict the basic relationships of 
the system components in order to make the model more accurate so that 
it can be manipulated for predictive purposes. Analytical models may 
generally produce better information, but users should evaluate the 
time and expense involved in development before insisting on an analy­
tical model for forecasting purposes.
MODEL COMPONENTS
A descriptive review of sophisticated computer models is beyond the 
scope of this thesis, but a consideration of the data inputs required to 
operate a model is important. Basically there are three general cate­
gories of input for a corporate forecasting model, and these Inputs 
require data concerning macro-economic assumptions, Industry assumptions, 
and corporate assumptions. A model must also distinguish between con­
trollable and uncontrollable variables. Relevant data include forecasts 
of economic conditions, industry trends, and specific corporate activities.
Before a company can prepare a forecast, it must have some indication 
of general economic conditions which can be expected. Macro-economic 
measures are usually relied upon as indicators of business conditions. 
Depending upon the particular Industry, important economic measures may 
include disposable personal income or Gross National Product (GNP). There 
are governmental sources which prepare these Indicators, and reliable 
economic predictions are published frequently.
Governmental sources also provide forecasts for several specific 
industries. For most major industry classifications, a forecast publica­
tion is available which has considered many basic variables such as
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governmental spending, fixed business investment, residential construc­
tion, and consumer purchases. Prior year production, changes in tech­
nology, consideration of substitutes for some industry goods, and changes 
in consumer preferences are Important factors in forecasts for both 
economic conditions and specific industries.
In preparing a financial forecast for a specific firm, the company 
first takes into consideration market demand for each of its major pro­
ducts. "Market demand for a product class is the total volume which would
be bought by a defined customer group in a defined location in a defined
12time period under enviromental conditions and marketing effort." The 
eight underlined terms must be carefully defined and evaluated before 
there can be any reliable forecast of market demand. In defining and 
evaluating these terms, a company establishes some of its basic fore­
casting assumptions.
To determine product class, the company must specify which of many 
potential markets It plans to penetrate. Volume can be measured in 
either physical or dollar volume terms, and the most useful measure 
should be incorporated Into the demand estimate. "Bought" must be de­
fined as volume ordered, shipped, paid for, consumed or some other mea­
sure. The customer group needs to be described as either the whole mar­
ket or a specific segment. Well-defined geographical boundaries should 
be placed on location before trying to measure market demand. Time 
period should be explained in terms of calendar periods. Environmental 
conditions are those uncontrollable factors which affect demand and
12Philip Kotler, Marketing Management (Englewood Cliffs, New Jersey: 
Prentlce-Hall, Inc., 1967), p. 99.
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assumptions are required concerning technological innovation and consumer 
preferences. Alternative assumptions in this category can lead to com­
pletely different estimates of market demand. Finally» assumptions about 
marketing efforts or programs must be considered since demand in most 
markets is partially elastic in response to marketing effort.
Some of the assumptions made in forecasting market demand may also 
be helpful in expense estimation. Linear relationships are often valid 
even when business is expanding to handle increased demand. Simple 
linear regression can be used to analyze expense behavior» or more com­
plex curvilinear relationships can be developed. After consideration of 
these diverse variables» an analytical model for complex business situa­
tions can be developed which allows the company to predict future trends 
in sales and expenses by simulation with the input variables. After 
model design is completed, the real test of its ability is accurate 
representation of outputs which the model was intended to generate.
Managers are more likely to have confidence in a model which has been 
tested and proved to be reliable. Model validation describes the proce­
dures used to demonstrate the reliability of a model.
MODEL VALIDATION
The technique of multistage validation is particularly applicable 
to computer models. First, a set of postulates must be derived to describe 
the system and its various functional relationships. Secondly, an attempt 
is made to validate these postulates by certain statistical tests. The 
third stage consists of testing the entire model's ability to predict the 
behavior of the system through historical validation or validation by
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forecasting. With historical validation, the procedure Is to determine 
whether the model can duplicate historical results of past time periods. 
Validation in this manner Is a simulation of forecasting, since past 
results are already known. Validation by forecasting is actual use of 
the model to predict future performance. Some of the more sophisticated 
statistical techniques such as chi-square tests, factor analysis, spectral 
analysis, and nonparametric tests could also be used to test reliability 
of model outputs.
Depending on the complexity of the system under consideration, some 
of the basic steps in this validation process could be eliminated after 
a cost-benefit analysis is performed. This process would be most useful 
when the real-world system is exceedingly complex or when it would be too 
costly to observe the real-world processes. The following examples 
of forecasting models were properly validated to determine model re­
liability.
CORPORATE MODELS
The Republic Steel model for sales forecasting begins with a fore­
cast of industry demand based on multiple correlation analysis between 
consumer durable goods expenditures, producers durable equipment, new 
construction, governmental expenditures, and a change in business inven­
tory investment. The company then considers other major steel consuming 
activities and changes in consumer Income which is important for pre­
dicting auto sales. The problem which Republic considers most difficult 
to solve is that of timing because few economic factors perform in
^Thomas H. Naylor and J. M. Finger, "Verification of Computer Simu­
lation Models," Management Science (October, 1967), pp. 92-101.
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exactly a year's time period.^
Burroughs Corporation has also developed a sales forecasting model. 
Burroughs first estimates the major variables affecting industry sales 
to derive a demand ceiling which is the maximum amount the market could 
absorb and a demand floor which measures replacement demand. The celling 
is calculated using population figures, level of living standards, and 
trends toward using electronic equipment. Floor demand is estimated by 
applying a wear-out formula to the equipment already in use. Burroughs 
then uses the difference between ceiling and floor to estimate potential 
demand. The industry order forecast is a portion of this potential 
demand based on economic conditions.^
Both the Republic Steel and Burroughs models are not complete cor­
porate models since they only produce estimates for sales. The Sun Oil 
Company model is comprehensive in that it simulates the company's entire 
physical operations and accounting procedures. The inputs for this model 
include product prices and volume, raw material costs, general economic 
conditions, investments, subsidiary company income, and discretionary 
expense items. This model is composed of 2,000 equations and required 
13 man-years to develop. In calendar years, development and implementa­
tion were completed in two and one-half years. A full liBt of the infor­
mation required for model uBe is listed in Appendix A. A total of 1,500 
inputs are necessary to simulate operations for one year, but only 50 
inputs are critical.
^Neil W. Chamberlain, The Firm: Micro-Economic Planning and Action
(New York: McGraw-Hill Book Company, 1962), pp. 110-112.
15Ibid., pp. 107-108.
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Based on the Inputs, the model provides seven key reports which 
Include an Income statement, capital Investment schedule, source and ap­
plication of funds statement, statement of earnings employed and stock­
holders' equity, tax report, rate of return analysis, and financial and 
operating summary. In addition, several hundred pages of supporting 
schedules are generated.
All of these reports are potentially useful If they are reasonably 
accurate. If Inputs are reasonably correct, the model can estimate cor­
porate net income to within one per cent of actual net Income on an annual
basis. There are compensating errors In specific revenues and expenses,
16but the Individual errors are generally less than three per cent.
FINANCIAL PLANNING MODEL —  DELPHI XX
Between the simplicity of the Burroughs and Republic Steel models 
and the complexity of the Sun Oil Company model, there are many useful 
computer models which can be used for forecasting. One model which works 
basically through ratio analysis and trend extrapolation is the Delphi XX 
which was developed by Arthujv Young & Company. Delphi XX will produce 
balance sheets, income statements, financial analyses and ratios for five 
years with suporting data on a quarterly basis. The model requires 
answers to 52 input questions; input data are stated on a quarterly basis 
so that seasonality of assumptions can be reflected in the model.^ There 
is a specified chart of accounts and account relationships In the model.
The Delphi XX model "relies solely on the user's estimates of the
^George W. Gershefski, The Development and Application of a Corporate 
Financial Model (Oxford, Ohio: The Planning Executives Institute, 1968).
^Arthur Young & Company, Delphi XX A Financial Planning Model 
(New York: Arthur Young & Company, 1970), Sec. A., p. 1.
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18future quarter amounts and percentage relationships required as Inputs." 
After the user company makes basic assumptions regarding sales growth 
rates, costs, Inventory and accounts receivable requirements, the Delphi 
XX will prepare quarterly financial statements for the next five years. 
Because of rapid execution time and simplicity of input requirements, 
a company can make various assumptions for input Items In order to test 
the sensitivity of different factors.
DATA INPUT FOR DELPHI XX
A few of the Input Items are based on a single opening balance, In­
cluding raw materials and finished goods Inventory, accumulated depre­
ciation, par value of common stock, and retained earnings. Other account 
Items specify a beginning balance which can be adjusted if necessary on 
a quarterly basis; these items include Investments, plant and equipment, 
land, short-term debentures, deferred taxes, long-term debt, shares of 
non-convertible preferred, convertible preferred and common stock out­
standing, quarterly dividends on preferred and common stocks, convertible 
effect for use in computing earnings per share, and paid-in capital in 
excess of par. Income statement accounts which are determined indepen­
dently of financial statement ratios are gross sales, sales growth rate, 
fixed direct labor cost, fixed overhead, depreciation rates, fixed adminis­
trative and selling expenses, interest rates on debt and reduction in 
interest expense due to conversion, extraordinary gains and losses, and 
prlce-eamings multiple on common. The tax rate Is stated on an annual 
basis.
Other input items are expressed in ratio form. Cash and accounts
18Ibld., p. 3.
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receivable are computed as a ratio to net quarterly sales. Prepaid 
expenses and deferred charges are computed as percentages of total 
assets. Except for the beginning inventory figure, raw material and 
finished goods inventory accounts are stated as a percentage of total 
inventory, and total inventory Is computed as a percentage of the next 
quarter's gross sales. Accounts payable and dividends payable are com­
puted as percentages of quarterly purchases and dividends declared, res­
pectively. Ratios are computed for taxes payable to tax expense and 
wages payable to direct labor cost. Short-term notes are computed in re­
lation to total inventory plus net accounts receivable. Ratios for In­
come statement items are sales discounts to gross sales, variable direct 
labor and variable overhead to cost of goods produced, and cost of goods 
sold, variable administrative expenses, and variable selling expenses as 
percentages of net sales.^
The majority of input items for the model are applicable to most 
businesses. There are, however, certain factors which might cause im­
perfect information unless they are recognized. There is no Work in
Process account, and all inventory is assumed to be raw materials or 
20finished goods. -Marketable securities is a balancing account between
assets and equities which is computed by subtracting all other assets
21from total equities. Preferred stock is assumed to have a par value 
of $100. This amount can be changed, although it would require a change
19Ibid.. Sec. 2, Exhibit 2. 
20Ibid.. Sec. 2, p. 2.4. 
21Ibld., Sec. 1, p. 1.9.
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22in the computer program. Finally, paid-in capital in excess of par is
a single amount which is unallocated between preferred stock and conmton 
23stock. Two items that the program is not equipped to handle are appli­
cation of tax loss carrybacks and carryforwards and consolidation of
24divisions or subsidiaries.
OUTPUTS AND USES OF DELPHI XX
After all inputs are supplied to the computer program, eighteen re­
ports are generated by the model. Quarterly Income statements, balance 
sheets, and financial analyses for a five-year period are prepared in 
addition to an annual summary report for each type of statement. The
first set of financial results for a five-year period can be generated
25in less than five minutes.
Delphi XX output can be used in many ways. With the ease of 
changing assumptions, companies can test the outcomes of various plans 
of action sucn as different product mixes or introduction of new products. 
The program could be used to show the ability of the company to cope with 
major changes such as economic recession or loss of a large customer. 
Seasonal financial requirements could be more easily identified. Possible 
corporate acquisitions could be programmed into the model to determine
22ibid^ Sec. 1, p. 1.3.
23Ibld., Sec. 1, p. 1.4.
24Ibid., Sec. A, p. 3.
John J. Dyment, "Financial Planning with a Computer," Financial 
Executive (April, 1970), reprinted in the abridged version of Arthur 
Young & Company, Delphi XX A Financial Planning Model (New York: Arthur
Young & Company, 1970), p. 6 .
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pro forma effects and help in decision-making about acquisition candl- 
26dates. A final use which is very important is to establish an initial 
method of short-range planning for small or medium-sized companies. In 
the next section, data for Communications Industries, Inc., is used as 
input to the Delphi model in order to investigate the potential usefulness 
of such models in generating annual forecasts of net income.
CASE OF COMMUNICATIONS INDUSTRIES, INC.
One objective of this study is to investigate the usefulness of a 
computerized forecasting model as a supplement to or substitute for de­
tailed budgetary projections. If a financial statement simulation model 
can produce reasonably accurate forecasts, then the technical aspects of 
corporate financial forecasting would be simplified considerably. A 
financial statement simulator would seem useful for forecasting purposes 
if it can generate forecasts that reasonably correspond with actual finan­
cial results reported by a company for specific past periods.
As described in Chapter I, Communications Industries, Inc. (Cl) of 
Dallas, Texas, agreed to provide information concerning its past budgetary 
and actual financial performance. The company has over ten years of ex­
perience in profit planning and assembles comprehensive profit budgets 
for annual planning purposes. Summary budget information was provided 
by Cl for its operations during the twelve-year period 1963-197A. This 
information was used for comparative analysis with publicly disclosed 




Communications Industries, Inc., is thoroughly described in Chapter 
V which Involves an empirical forecasting experiment for the year 1974. 
Since emphasis at this point is on forecasting models, only a brief out­
line of the company organization and business is provided in this chapter. 
The company provides products and services to the land mobile communica­
tions Industry. This business involves the production, sale, and service 
of industrial radio equipment, including two-way radio antennas, radio­
telephone terminals, and electronic signaling equipment. Principal mar­
kets for these products are original equipment manufacturers which assemble
and sell complete systems to two-way radio, microwave, or radio-telephone 
27users.
The company started as a partnership in 1946 and by 1960 was operating
in the corporate form with limited public ownership. With two public
stock offerings in 1966 and 1968, Cl had approximately 1,500 shareholders
in 1974. The company has never had an unprofitable year and has paid
dividends annually since 1964. Relative size of Cl operations is pro-















In past years and currently, Cl has demonstrated a relatively good
^^Communications Industries, Inc., 1974 Form 10-K (Dallas, Texas: 
Communications Industries, Inc., 1975), pp. 1-5.
9ftCommunications Industries, Inc., 1974 Annual Report (Dallas, Texas:
Communications Industries, Inc., 1975), p. 1.
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ability to forecast sales volume and profits. In Exhibit 4.1, budgeted 
sales and budgeted Income before taxes are disclosed for the ten-year 
period 1963-1972. In comparison with these budgeted amounts, actual 
results for the same years are shown as a percentage of respective budget 
amounts. In terms of budget accuracy, Exhibit 4.1 indicates that both 
sales and profit budgets generally tended to exceed actual results for 
each year. Sales budgets were more accurate as indicated by the fact 
that actual results fell within plus or minus eight per cent of budgeted 
sales during eight of the ten years. Actual income before taxes was 
within the range of budget plus or minus ten per cent only three times 
during the ten years.
Simple linear regression analysis was applied to the actual sales 
and net income of Communications Industries, Inc., for the ten-year period 
1963-1972. This analysis was performed to determine the general pre­
dictability of revenues and earnings over time. In both cases, it was 
determined that sales and net income were not readily predictable by 
using regression equations. The regression equation for sales based on 
1963-1972 is:
Y - $2,695,000 + $645,000<X).
The coefficient of determination for the sales regression is .37 which 
clearly indicates that sales growth is a function of variables other than 
time. Accordingly, traditional budgeting procedures and computer fore­
casting models cannot rely upon a linear growth trend for sales and net 
Income.
The general budgetary procedure at Cl is to develop sales estimates 
by product group and to forecast cost of goods sold and specific expenses 
using appropriate percentage and dollar amounts* Cash flow budgets are
Ill
EXHIBIT 4.1 
COMMUNICATIONS INDUSTRIES, INC. 
COMPARATIVE TRENDS IN BUDGETED AND ACTUAL 
SALES AND INCOME BEFORE TAXES, 1963-1972
(Dollar Amounts In Thousands)
Year Ending Net Sales Income Before Taxes
December 31 Budget Actual* Budget Actual*
1963 $4,064 95% $ 262 87%
1964 4,215 92 412 78
1965 4,715 98 635 80
1966 5,149 89 621 92
1967 5,663 102 763 92
1968 7,201 97 955 47
1969 8,146 92 868 65
1970 8,140 90 921 67
1971 8,064 102 860 99
1972 9,393 103 1,065 111
*Actual amounts expressed as a percentage of budget.
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also prepared for working capital management, but the Income statement 
budget Is not Integrated with a comprehensive development of pro forma 
balance sheets. Accordingly, the Delphi XX model was applied to past 
financial performance to determine if the model could have improved or 
otherwise supplemented the actual forecasting procedures employed in 
past years.
VALIDATION OF FORECASTING MODEL
To test the usefulness of the Delphi XX or a similar model, the 
six-year period 1968-1973 was selected for experimentation. The first 
phase was to determine whether the Delphi XX could duplicate actual in­
come statement amounts reported for the five-year period 1968-1972. This 
validation procedure was designed to test the computer model and its 
ability to duplicate actual results when estimation and forecasting were 
not involved. If the model can duplicate actual financial statement 
results for particular years, then it could reasonably be used to forecast 
future operations.
The first step in developing model input data for the validation was 
to stsmnarlze Cl balance sheets and Income statements according to the 
format specified by the Input Questionnaire Worksheet prepared to accom­
pany the model* Information from Cl annual reports was assembled as 
shown in Exhibits A.2, 4.3, and 4.4. Data from these financial statement 
exhibits were then entered into the Delphi XX Input Questionnaire which 
is contained In Appendix B of the study. This questionnaire requires 
account balance and ratio Information replies to fifty-two specific ques­
tions. Much of this information is necessary to generate balance sheets, 
and accordingly the entire questionnaire and related replies are not pre­




ACTUAL BALANCE SHEET INFORMATION FOR 1968-1972 
(Amounts In Thousands of Dollars)
Assets 1968 1969 1970 1971 1972
Cash $ 240 $ 260 $ 368 $ 705 $ 755
Accounts receivable 1,179 1,301 1,127 1,367 1,431
Materials Inventory 780 696 531 593 734
Finished goods 692 905 1,020 1,060 1,276
Prepaid expenses 19 18 19 24 30
Other investments 86 9 24 40 58
Plant and equipment 1,541 1,679 1,800 1,597 1,692
Accumulated depreciation (597) (768) (951) (948) (1,040)
Land 133 133 134 126 47
Deferred charges 30 23 15 32 27
Total assets $4,103 $4,256 $4,087 $4,596 $5,010
Liabilities and Equity
Accounts payable $ 643 $ 505 $ 354 $ 488 $ 451
Dividends payable 40 40 39 49 32
Taxes payable 22 184 73 144 139
Notes payable-current 69 69 68 66 66
Deferred taxes 91 109 96 82 86
Long-term debt 673 604 536 470 404
Common stock at par 336 333 322 325 326
Paid-In surplus 782 742 673 690 703
Retained earnings 1.447 1,690 1.926 2.282 2.803




ACTUAL INCOME STATEMENT INFORMATION FOR 1968-1973 
(Amounts In Thousands of Dollars)
1968 1969 1970 1971 1972 1973
Net sales $6,910 $7,465 $7,308 $8,190 $9,623 $13,846
Cost of goods sold (a) 5*116 5,259 5.095 5,6.38 6.662 8,913
Gross margin $1,794 $2,206 $2,213 $2,552 $2,961 $ 4,933
Depreciation 161 185 209 180 178 487
Administrative expense 1,141 1,340 1,313 1,496 1,664 2,290
Net Interest expense 52 47 41 20 23 69
Extraordinary gain • p— (101) (54)
Net income before taxes $ 440 $ 634 $ 650 $ 856 $1,197 $ 2,141
Tax expense 218 330 316 403 546 996
Net income $ 222 $ 304 $ 334 $ 453 $ 651 $ 1,145
Dividends declared $ 81 $ 80 $ 79 $ 97 $ 130 $ 200




COST OF GOODS SOLD ANALYSES FOR 1968-1972 
(Amounts In Thousands of Dollars)
Materials inventory, January 1 (a) S 470 $ 780 $ 696 $ 531 $ 593
Purchases 2,409 2,105 1,919 2,333 2,892
Materials Inventory, December 31 (a) (780) (696) (531) C593) (734)
Cost of materials used (402) $2,099 $2 ,189 $2,084 $2,271 $2,751
Direct labor cost (302) 1,574 1,641 1,563 1,703 2,063
Overhead cost (302) 1.574 1 ,642 1.563 1.704 2,064
Cost of goods produced (c) $5,247 $5 ,472 $5,210 $5,678 $6,878
Finished goodB, January 1 (a) 561 692 905 1,020 1,060
Finished goods, December 31 (a) (692) (905) (1 .020) (1.060) (1.276
Cost of goods sold (b) $5,116 ?5 ,259 $5,095 $5,638 $6,662
(a) Actual amounts reported In balance sheets.
(b) Actual Cost of Goods Sold reported In Income statements less total
depreciation which Is a separate expense category.
(c) Delphi model computes Cost of Goods Sold by multiplying an Input ratio
times net sales. Cost of goods produced is then determined by ad­
justing for finished goods inventories, which include any worlc In 
process. For purposes of model Input, it was assumed that cost of 
goods produced consists of overhead cost (302), direct labor cost 
(302), and material cost (40%). This assumption was required since 
this detailed actual information could not be determined. Purchases 
are computed by adjusting cost of materials used for raw materials 
Inventories.
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Primary interest In the computer model for this study lies In Its 
ability to generate income statement results. The basic procedure for 
computing annual net income within the model Is outlined as follows:
1. Sales are determined by summing estimates of quarterly 
sales volume in dollars.
2. Coat of goods sold Is computed as an input percentage 
times sales.
3. Depreciation expense is determined by multiplying an 
input percentage times cost of plant and equipment at 
year-end.
4. Selling and administrative expenses are input values, 
and for Cl all of these costs were assumed to be fixed.
5. Interest expense is computed by multiplying an input 
ratio times the sum of current and long-term notes 
payable.
6. Income tax expense is calculated as the input tax rate 
times income before taxes which is computed by sub­
tracting items (2) through (S) from net sales.
7. Net income is sales less all expenses described in 
items (2) through (6).
For the income statement validation run, input values which are most
critical to the simulation of actual income for 1968-1972 are summarized
in Exhibit 4.5* These values were determined by reference to actual
annual amounts summarized in Exhibits 4.2, 4.3, 4.4.
Program output for Income statement validation purposes proved that 
the Delphi XX was accurate in duplicating actual profit results reported 
by the company during the five-year period 1968-1972. Sales, cost of 
goods sold, income before taxes, and net income generated by the model 
correspond almost exactly with the actual amounts shown in Exhibit 4.3. 
Small errors occurred because of using certain quarterly ratios, but the 





CRITICAL FACTORS FOR INCOME STATEMENT VALIDATION, 1968-1972
(Dollar Amounts In Thousands)
Input Questionnaire Item 1968 1969 1970 1971 1972
(34)Net sales per quarter $1,728 $1,866 $1,827 $2,047 $2,406
(4l)Ratlo of cost of goods 
sold to net sales .740 .704 .697 .688 .692
(42)Quarterly ratio of depreciation 
to gross plant and equipment .026 .027 .029 .028 .026
(43)Flxed selling and
administrative expenses $ 285 $ 335 $ 328 $ 374 $ 416
(47)Quarterly interest 
rate on debt .017 .017 .017 .017 .017
(49)Quarterly amounts for 
extraordinary gains --- --- --- --- $ 25
(5l)Average annual tax rate .495 .520 .486 .471 .456
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(Dollars In Thousands) Ratio of 
Year Ending Annual Net Income Simulated
December 31 Actual Simulated to Actual
1968 $222 $225 1.014
1969 304 308 1.013
1970 334 335 1.003
1971 453 446 .985
1972 651 649 .997
Balance sheet projections are not of primary Importance given the 
limited current state of publicly disclosed forecasts, but the validation 
run also demonstrated the ability of the Delphi XX model to accurately 
simulate balance sheets. In almost every account classification, simu­
lated amounts correspond substantially with actual balance sheet values 
summarized In Exhibit 4.2. Variations between actual and simulated re­
sults were generally caused by two factors, calculation of accounts pay­
able and accumulated depreciation.
In the model, accounts payable are computed as a percentage of quar­
terly purchases. Purchases are computed residually as described in 
note (c) to Exhibit 4.4, which analyzes the cost of goods sold computa­
tion. Since historical information on purchases was developed in relation 
to an assumption concerning the relative percentage composition of ma­
terials cost, labor cost, and overhead cost, this method of computing 
accounts payable in the model produces an expected Inaccuracy. The model 
also has no method to reduce accumulated depreciation for amounts re­
lated to fixed asset retirements. The combined effect of these two In­
accuracies is not significant in relation to total assets as shown by 
the following comparisons.
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$2,910 $3,180 $3,063 $3,749 $4,226
2,810 3,185 3,133 3,962 4,489




$4,103 $4,256 $4,087 $4,596 $5,010




$ 744 $ 798 $ 534 $ 747 $ 688
655 769 542 723 632
Based upon the results of this validation experiment, It is concluded 
that the Delphi XX can be relied upon to generate reasonable Income state* 
ment Information. This conclusion Is based only upon the demonstrated 
ability of the model to duplicate actual past results; this fact confirms 
that the technical structure and approach used by the model are satisfac­
tory, If the various Input ratios remain relatively stable over time, 
then the model could also generate reasonably accurate forecast informa­
tion.
COMPUTER-BASED FORECASTS
Another purpose of this study is to determine whether a computer- 
based model can generate reasonably accurate forecasts. To test this 
point, the Delphi XX model was used to forecast the actual income state­
ments of Communications Industries, Inc., for the five-year period 1969- 
1973. This test required certain assumptions about management ability 
to estimate operational factors for future annual time periods. It was 
assumed for model forecasting purposes that company management could 
estimate accurately future sales volume, additions to plant and equipment, 
fixed labor costs, fixed overhead costs, and fixed selling and administra­
tive expenses.
To illustrate the basic procedure in using the model, it was assumed
120
that a forecast for 1969 net Income was to be developed at the end of 
1968. Except for sales, capital expenditures, and the fixed cost amounts 
Indicated above, It was assumed that all other 1968 actual financial 
statement ratios used In the model would also apply to 1969. Given actual 
results for 1968, a forecast of 1969 net income required few changes to 
the data base used In the validation run. A new data file was prepared 
for forecasting purposes using the assumptions described above. The ob­
jective was to duplicate the manner and circumstances in which Cl manage­
ment would have used the model for forecasting purposes. Specific account 
balance data were also adjusted so that the forecast for each year 1969- 
1973 would use known beginning of year balances for raw material inven­
tory, finished goods Inventory, accumulated depreciation, and retained 
earnings.
Income statement forecasts prepared by the computer model are com­
pared with actual results for 1969-1973 in Exhibit 4.6. For 1970, 1971, 
and 1972, the model generated forecasts that corresond reasonably well 
with actual net income as indicated by the following analysis.
Year Ending Annual Net Income (000) Ratio of Forecast
December 31 Actual Forecast to Actual
1970 $334 $298 .892
1971 453 381 .841
1972 651 593 .911
A critical factor In forecasting accuracy with the Delphi XX model is the 
ratio of cost of goods sold to sales. Between 1968 and 1973, this ratio 
declined steadily from 74.0 per cent to 64.4 per cent, as computed from 
Income statement amounts shown in Exhibit 4.3. The Delphi model was there­
fore consistently overestimating cost of goods sold when generating a 
forecast for a particular year based on results in the prior year.
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EXHIBIT 4.6 
COMMUNICATIONS INDUSTRIES, INC. 
COMPUTER-BASED FORECASTS COMPARED WITH 
ACTUAL PROFIT RESULTS FOR 1969-1973 
(Amounts In Thousands of Dollars)
Net Cost of Income before Net
Annual Results Sales Sales Taxes Income
1969 - Forecast $ 7,464 $ 5,523 $ 386 $ 195
Actual 7,465 5,259 634 304
1970 - Forecast $ 7,308 $ 5,145 $ 621 $ 298
Actual 7,308 5,059 650 334
1971 - Forecast $ 8,188 $ 5,707 $ 741 $ 381
Actut 8,190 5,638 856 453
1972 - Forecast $ 9,624 $ 6,621 $ 1,121 $ 593
Actual 9,623 6,662 1,197 651
1973 - Forecast $13,844 $ 9,580 $ 1,764 $ 960
Actual 13,846 8,913 2,141 1,145
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Forecasted net income in Exhibit 4.6 is accordingly less than actual 
profits reported each year.
There Is reasonable correspondence between forecast and actual net 
income for 1970, 1971, and 1972 primarily because the difference between 
actual and forecasted cost of sales percentage was less than one per cent. 
This difference is considerably larger in 1969 and 1973 and caused most 
of the variance between forecast and actual profits for these two years, 
as indicated by the following analysis.
(Dollar Amounts in Thousands) 1969 1973
Income before taxes:
Actual $ 634 $ 2,141
Forecast (386) (1,764)
Difference $ 248 $ 377





Sales times variance $ 269 $ 665
The cost of sales percentage analysis explains the difference between 
forecast and actual results for 1969. In 1973, however, depreciation 
expense in the actual income statement exceeded the forecast amount by 
$311,000. During 1973, Communications Industries, Inc., acquired another 
company in a stock for stock exchange which was accounted for as a pooling 
of Interests. This event is not the type which reasonably could be anti­
cipated when compiling annual budgets. The resulting increase in fixed 
assets and related depreciation expense was therefore not included in the 
forecast data base.
To minimize the forecast to actual reconciliations, however, forecast 
sales for 1973 were based on actual amounts reported for that year, in­
cluding the newly acquired firm. In Chapter VI, this business combination
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is examined in connection with its impact on how forecasts and actual 
results should be compared and reported. The following reconciliation 




Income before taxes - 1973 forecast $1,764
Plus: Excess cost of sales in fore­
cast over actual amount 665
Minus: Excess of actual depreciation
expense over forecast amount (311)
Plus: Effect of all other differences 23
Income before taxes - 1973 actual $2,141
In using the Delphi XX to forecast income statements for 1969 through 
1973, there is reasonable evidence that such models could supplement 
detailed budgetary projections developed by conventional procedures.
Since forecasting analysis with the model used actual sales and administra­
tive expenses as input values for 1969-1973, it is clearly not justifiable 
to claim that the model is better than traditional procedures.
The validation and forecasting exercisea have demonstrated, however, 
that such computer models could produce useful forecasts if management 
estimates of future sales volume and fixed operating expenses are accurate 
and if financial statement relationships remain fairly stable over time.
If these two conditions are satisfied, then a forecasting model based on 
logic Buch sb the Delphi XX could provide a substitute for conventional 
budgeting procedures which begin with estimates of detailed cost, volume, 
and operating factors and compile these amounts into summary totals. In 




The history of economic and financial forecasting provides Insight 
for the problems and procedures involved in the current art of forecasting. 
Models of various types have been developed over time to predict, explain, 
and analyze many economic variables. The use of models in corporate 
financial forecasting for short-time periods requires the same attention 
to model structure and validity as does the study of more complex models 
for macro-economic or industry considerations.
An objective of this study was to investigate the usefulness of a 
computerized forecasting model as a supplement to or a substitute for de­
tailed budgetary projections within a specific firm. The Financial 
Planning Model, Delphi XX, developed by Arthur Young & Company, was used 
for such testing. The model generates balance sheets and income state­
ments for a five-year period with supporting quarterly reports based upon 
replies to 52 questions concerning account balances and financial state­
ment ratios.
The Delphi XX model was validated by determining that the model 
could duplicate actual income statement amounts reported by Communications 
Industries, Inc., during the five-year period 1968-1972. It was deter­
mined that model structure was logical and that realistic output results 
were obtained. The model was used to produce forecasts of net income 
for the five-year period 1969-1973. Forecasts and actual results were 
reconciled, and the model was judged to be an adequate procedural device 
for processing management estimates of sales volume and fixed cost amounts. 
Accuracy in forecasting with the Delphi XX depends upon the relative 
stability over time of certain financial statement ratios, in particular
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cost of goods sold to net sales.
In Chapter V, the results of an empirical forecasting experiment 
with Communciations Industries, Inc., are related to the current problem 
of public disclosure of corporate forecasts. Analysis in this chapter 
has indicated that computer models can supplement the process of de­
veloping such budgetary data.
CHAPTER V
ANALYSIS OF AH EMPIRICAL FORECAST EXPERIENCE
An objective of this study is to provide the accounting profession 
with Insight regarding the experience base necessary for auditing corporate 
financial forecasts. A frequent problem cited in conjunction with pub­
lished forecasts is that company managements and CPAs lack the required 
experience with forecasting to assess the potential problems involved.
This experience is gained only by practice and experimentation. This 
chapter reports upon the results of an actual forecasting experiment for 
the calendar year 1974 and contributes to the experience base which must 
be developed by the accounting profession.
Communications Industries, Inc., of Dallas, Texas, participated In 
the simulated profit forecast experiment for 1974. This firm, with annual 
sales under $20 million, manufactures peripheral equipment and renders 
other services to the electronic communications market. For purposes of 
this study, the company provided a 1974 consolidated forecast which, in 
management opinion, was suitable for public disclosure, although public 
disclosure was not made. Actual results for 1974 are compared with this 
forecast, and significant matters of assumptions, technical forecasting 
problems, and explanation of Important variances are addressed.
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ORGANIZATION OF COMMUNICATIONS INDUSTRIES, INC.
The electronic communications industry is an extremely large, dynamic 
force in today's economy. Presently estimated at $600 million per year 
in total sales, the industry is rapidly growing due to Increased technology, 
more favorable regulatory decisions, and interindustry consolidations.^ 
Communications Industries, Inc., is a small firm in the vast field of radio 
and telecommunications. However, the company plays a leading role in 
the class of smaller firms within the industry as compared to such giants 
as General Electric, RCA, and Motorola.
COMPANY BACKGROUND
Communications Industries was founded as a partnership in 1946 by 
two friends from military radar school. The friends, Jerry S. Stover and 
Tom J. McMullin, were electrical engineers; their business objective was 
to Introduce radio communication to isolated oil drilling operations. At 
the time the venture was started, personal communication was the only means 
of contact for drilling personnel. Two-way radio would be a substantial 
Improvement, but the communications devices needed to be able to with­
stand mud, oil, and other normal operating conditions of the drilling 
operations. With hard work, almost every oil rig in Texas and Oklahoma 
soon sported a two-way radio antenna of Communications Industries.
After its beginning in sales and service of two-way equipment, Cl 
began manufacturing land mobile field antennas in 1948. The 1950s saw 
the company expand even more through distribution of two-way radio parts*
^Alexander Blake, "Rigs-to-Riches Saga," Financial Trend reprint 
(February 19-25, 1973), p. 1; and Earp, Kenney & Smith, Communications 
Industries (Dallas, Texas: Weber, Hall, Cobb & Caudle, Inc., 1973), p. i.
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A radio common carrier was purchased In 1960, Secode Electronics in 1967,
and General Communications Services of Tucson in 1973. Since the start
of operations, Cl's sales have approximately equaled the ten per cent
annual industry growth rate. Net income of the firm has increased at
2about twice that rate for most years.
Communications Industries does not try to compete with the electronics 
giants in the manufacture of basic communications equipment because it 
does not have the marketing resources necessary for such an undertaking. 
Instead, Cl makes the specialized peripheral equipment needed to complete 
radio systems. It then sells these antennas, signalling devices, ter­
minals, and other equipment to end users and to original equipment manu-
3facturers (OEMs) such as GE, Motorola, and RCA. These firms then use 
Cl components in a total communications system and use their sales forces 
to sell to oil companies, police departments, and other customers. In
1972 and 1973, respectively, Cl derived 22 per cent and 25 per cent of its
4revenues from products sold to or through OEMs.
COMPANY DIVISIONS
Communications Industries, Inc., is an operating company which in­
cludes four wholly-owned subsidiaries: Communications Engineering Company;
Decibel Products, Inc.; Com-Supply, Inc.; and General Communications
2Blake, ibid.
3Ibid.
^Communications Industries, Inc., 1974 Form 10-K (Dallas, Texas:
Communications Industries, Inc., 1975), p. 7.
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Services, Inc.^ The operations of Communl cat Ions Industries, Inc., are 
In the two areas of products and services. The Products Group consists 
of two manufacturing operations, Decibel Products, Inc., and Secode Elec­
tronics Division, and a parts distribution operation, Com-Supply, Inc.® 
These divisions are located In the Dallas area and provide the land 
mobile and electronic Industries with products and services. The majority 
of items offered by these autonomous operations are of standard design, 
although special orders are also handled.
Decibel Products is one of the top two or three firms in the land 
mobile radio antenna field in terms of sales and prestige.^ The Decibel 
line consists of products which radiate or filter radio frequency energy 
between the base station and the mobile unit. These Items are sold 
worldwide. The demand for products in this area is expected to Increase 
substantially since the Federal Communications Commission (FCC) has allo­
cated new broadcasting space in the two-way radio and microwave fre- 
aquencles.
Secode Electronics is a major domestic manufacturer of electronic 
signalling and control equipment for land mobile radio communications.
The division was acquired in 1967 for $150,000. Included in the investment
^Conmtunlcations Industries, Inc., 1973 Form 10-K (Dallas, Texas: 
Communications Industries, Inc., 1974), p. 11.
®Cotmnunications Industries, Inc., 1974 Annual Report (Dallas, Texas: 
Comnunications Industries, Inc., 1975), p. 8 .
^Blake, ibid.. p. 2.
®Rauscher Pierce Securities Corporation, "Communications Industries," 
Corporate Client Report (May 16, 1974, Update), p. 1.
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were designs for a decoder that knew which telephone to ring on a party
line and for mobile telephone control units. With little preliminary
preparation, Cl attempted to shift from manufacturing simple, Job-shop
devices to sophisticated assembly line and marketing operations. This
9venture was not an Immediate success.
It took until the fourth quarter of 1970 to get Secode Into a prof­
itable position, but the division is now a major profit center In Cl. 
Secode's newest products contributing to profitability are the SMART 
system which allows mobile telephone direct dialing and billing and the 
RAPID system which Is a remote alarm system that allows companies to 
control and monitor equipment In remote locations.^
Com-Supply distributes parts for two-way radio communications 
systems throughout the United States and Latin America. The division does 
not provide over-the-counter distribution; it tailors its services to fit 
customers' needs from a centralized location.^ Com-Supply's customers 
include large industrial accounts such as oil companies, telephone com­
panies, and state and local governments.
The Services Group of Communications Industries is composed of
General Communications Service, Inc. (CCS) and Communications Engineering 
12Company (CECO). GCS is a licensed radio common carrier (RCC) operation 
which was acquired in August, 1973. RCCs were created by the FCC in 1949
^Rauscher Pierce Securities Corporation, "Communications Industries," 
Corporate Client Report (November 9, 1973), p. 3.
10Ibid.




to provide competitive radlo-telephone service to wireline telephone 
13companies. Services provided by RCCs Include car telephones! answering
services! and pocket paging. GCS is believed to be the largest and most
profitable of an estimated 650 radio common carriers in the United 
14States. CCS was acquired through a pooling of interests transaction.
The division provides a full range of the above mentioned common carrier 
services and Is licensed to operate in Atlanta, Phoenix, Tucson, and 
Flagstaff, Arizona.
Communications Engineering Company installs and services two-way 
radio systems, data communications, and medical electronics equipment.
CECO is one of the largest radio communications service organizations in 
the country, and it maintains over 1,000 radio communications systems and 
over 1,000 data communications terminals. During 1973, CECO completed 
the installation of the mobile communications systems and a service 
facility at the Dallas-Fort Worth International Airport, and several large 
new service contracts have recently been received by CECO.*1'* Efforts are 
being made on the part of management to increase profits from this divi­
sion; one necessary decision was made to terminate the sales and service 
of private telephone systems which had not been a profitable operation.
INDUSTRY AND COMPETITION
The $600 million market in which Cl participates consists of roughly 
$400 million in manufactured equipment, $100 million in servicing, and
1 o Earp, Kenney & Smith, op. clt., p. 4.
■^Rauscher Pierce Securities Corporation (November 9, 1973), op. cit. 
^Comnunications Industries, Inc., 1974 Annual Report, op. clt., p. 11.
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$100 million in common carrier revenues. The equipment and service mar­
kets are dominated by Motorola and General Electric which hold an esti­
mated 60 per cent and 20 per cent, respectively.^ Communications Indus­
tries cultivates both of these major firms as customers of its peripheral 
equipment.
The radio common carrier segment of the Industry has emerged as a 
rapidly expanding area and, with the allocation of more MHz channels by 
the FCC, land mobile telephones are expected to increase. Whenever the 
FCC has increased the available channels, shortly afterwards a noticeable 
increase in industry equipment sales has resulted.^ Also, with the 
current energy shortage, usage of pocket pagers, two-way radios, and 
mobile telephones is projected to increase.
In the area of competition. Cl's antenna business has avoided com­
peting with lower priced, less sophisticated lines by directing their focus 
toward users with complex installations such as public safety and petro­
leum. In the RCC market, Cl and all other common carriers face competition 
from general landline telephone companies which also offer mobile services,
although RCCs have maintained a competitive advantage in thlB area by
18their ability to provide more specialized and personalized services.
Exhibit 5.1 presents a five-year summary of operations and selected finan­
cial Information for Communications Industries. These data have been re­
stated to reflect the pooling of interests transaction to acquire a sub­
sidiary firm in late 1973.
16Ibid., p. 4.





SUMMARY OF OPERATIONS AND FINANCIAL CONDITION, 1969-1973 
(Dollar Amounts In Thousands)
1973 1972 1971 1970 1969
Sales (a) $13,846 $11,505 $9,912 $8,744 $8,520
Income before income taxes 2,141 1,474 1,086 732 650
Income taxes 996 655 505 349 331
Net income 1,14S 819 581 383 319
Net income per share 1.20 0.88 0.65 0.42 0.35
Average shares outstanding (000) 952 932 899 917 924
Dividends per share 0.21 0.20 0.15 0.12 0.12
Working capital 3,579 3,375 2,865 2,439 2,380
Current assets/liabilities 3.0 4.1 3.5 4.0 3.3
Long-term debt 860 1,009 1,117 1,242 1,184
Stockholders equity 5,563 4,402 3,432 2,950 2,732
Equity per share (b) 5.83 4.86 3.80 3.29 2.97
Net income/sales % 8.3 7.1 5.9 4.4 3.7
Net income/average equity X 23.0 20.9 18.2 13.5 11.7
Net income/average assets X 15.2 13.1 10.4 7.3 6.2
(a) All amounts have been retroactively adjusted to reflect the pooling of 
Interests transaction completed In 1973.
(b) Based upon shares outstanding at year-end.
SOURCE: Communications Industries, Inc., 1973 Annual Report (Dallas,
Texas: Communications Industries, Inc., 1974), p. 9.
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BUDGETARY PLANNING SYSTEM 
Communications Industries, Inc., has more than ten years of exper­
ience with budgeting and annual profit planning procedures. Company 
management is actively involved with this planning system and, in 1971, 
established a general five-year program to achieve certain growth rates 
in sales, net income, and earnings per share. As described in Chapter 
IV, the budgeting system concentrates on sales, cost of sales, operating 
expenses, net income, and cash flows. Pro forma balance sheets are not 
developed, and the basic approach to cash flow analysis Is to adjust 
net income for non-cash components.
Sales budgets are developed on an annual basis for all company seg­
ments which include wholly owned subsidiaries and operating divisions.
In some cases. Initial budgets are formulated by the Cl central accounting 
office and submitted to field personnel for review, revision, and 
approval. Actual sales volume estimates are first developed by field 
personnel for some products and services. Sales budgets and proposals 
are reviewed by top management and approved by company officials who will 
be responsible for achieving actual results.
Since the company sells manufactured products, parts, and services, 
there is a combination approach used in quantifying the various individual 
sales budgets. Physical sales volume and related selling prices are 
budgeted when possible. In other areas, total dollar sales volume is 
estimated in total. Sales budgets in final form are prepared with monthly 
detail and year-to-date expectations. Intercompany sales are also budgeted 
so that consolidated annual sales can be determined.
Sales mix and gross profit differentials are important considerations 
in the total sales budget. Since sales budgets are determined by company
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segments and for related products within each responsibility unit, sales 
mix becomes an Inherent assumption when the total sales budget Is com­
piled. The composition of 1973 actual sales and gross profits is pre-
19sented below according to major classes of products and services.
Relative Composition of
Gross
1973 Operations______________ Sales Profit
Common carrier operations 19% 22%




Cost of goods sold for manufactured items is determined from standard 
cost information. The company has developed a standard prime costing 
system for internal use. The raw material and direct labor cost of manu­
factured units has been analyzed, and current estimates of these standards 
are used in computing the prime cost element for cost of goods sold. 
Manufacturing overhead costs and administrative expenses are traced on a 
line-item basis to the company segment which incurs these costs. Monthly 
performance reportB are prepared using the concept that all costs traceable 
to a company segment are controlled by the segment manager. Cost of goods 
sold and other operating expenses are therefore budgeted by responsibility 
unit following general ledger cost classifications.
There are both procedural and behavioral problems Involved in the 
budgeting system. Raw material prices are subject to Increases throughout 
the year, and expanding operations sometimes require unplanned personnel 
additions. In the past, certain managers have tended to underestimate 
revenues and to overestimate costs so that actual results appear favorable
■^Communications Industries, Inc., 1973 Form 10-K, op. clt., pp. 2-3.
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at year-end. This tendency la being eliminated by a proven record of 
using the annual budget as a planning device and not as an inflexible 
goal. In general, the profit planning system is designed to produce 
realistic and achievable goals for an annual period.
FORECAST OF 1974 OPERATIONS
The simulated forecasting experiment for 1974 required the company 
to develop a pro forma Income statement that would be suitable for public 
disclosure. This study is referred to as an experiment or simulation 
because the resulting forecast was not actually distributed as was the 
case with Fuqua Industries. The purpose of this experiment was to provide 
a controlled experience in analyzing the problems, assumptions, and com­
parative accuracy involved in financial forecasting. The research plan 
was to obtain the simulated forecast in January, 1974, to monitor progress 
and problems involved with achieving the forecasted sales and net income, 
and to comparatively analyze actual results for the year.
The initial forecast was obtained in January, 1974, and is presented 
in Exhibit 5.2 which also comparatively discloses actual results for 1973, 
Plans for 1974 involved a 15 per cent Increase in sales and a 25 per cent 
increase in net income. In early 1974 these expectations appeared rea­
sonable and achievable in view of past sales and earnings growth. Sales 
growth after restatement for the pooling of interests in 1973 was 13 per 
cent in 1971, 16 per cent in 1972, and 20 per cent in 1973. The percentage 
Increase in net income during these years was 52 per cent in 1971, 41 
per cent in 1972, and 36 per cent in 1973. The forecasted ratio of net 
income to sales, nine per cent, is reasonable in comparison with the 
prior year and improvements over time shown in Exhibit 5.1.
The forecast presented in Exhibit 5.2 is the budgeted income
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EXHIBIT 5.2 
COMMUNICATIONS INDUSTRIES, INC. 
INITIAL FORECAST FOR 1974 COMPARED WITH 
ACTUAL RESULTS FOR 1973
(Dollar Amounts In Thousands)












Cost of sales and expenses (11.705) 185) (13.184) (83)
Net operating income $ 2,141 15% $ 2,692 17%
Income taxes (996) 1Z> (1.265) !£>
Net income _ 8% f 1|427 _9%
Earnings per share $ 1.20 $1.49
Forecast represents the following 
percentage Increases over 1973:
Sales 15%
Net income 25%
Earnings per share 24%
statement for consolidated operations of Cl during 1974. Because of the 
company's approach to budget formulation, management did not consider 
it necessary to decrease budgeted sales and profits in order to provide 
a forecast suitable for public disclosure. In management opinion, 
budgeted sales of $16 million and net Income of $1.4 million represented 
the most probable results of operations as of January, 1974. In this 
case, the terms forecast and budget have the same meaning and are used 
interchangeably in this analysis.
With regard to general standards of presentation, the 1974 forecast 
is expressed in a format that is similar to historical financial state­
ments which are conventionally issued. The forecast was limited to a 
highly condensed income statement with related earnings per share dis­
closure. The company wished to restrict Its disclosure to principal 
income statement components and to omit product line forecasts and 
supporting information. The restricted disclosure or highly condensed 
income statement does simplify the required explanations when actual 
amounts are subsequently compared with the forecast.
In spite of the condensed nature of information which comprises the 
forecast, it should be recognized that this presentation complies with 
the following standards proposed by the Forecasting Task Force of the 
AICPA in "Standards for Systems for the Preparation of Financial Forecasts"
1. Single most probable result. The Initial forecast 
presents the single most probable results of opera­
tions considered likely by management.
2. Accounting principles used. The forecast is based 
on the same accounting principles and methods which 
will be applied to actual transactions.
3. Appropriate care and qualified personnel. The fore­
cast was developed in accordance with the procedures 
described in relation to the company's budgetary
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planning system.
4. Reflection of plana. Information used In preparing the 
forecast represents management plans.
5. Adequate documentation. The budgetary system used to 
compile the forecast contains adequate documentation 
of both the forecasting process and the resulting 
estimates.
6 . Adequate review and approval. The final forecast was 
appropriately reviewed and approved by company manage­
ment .
This standards document referred to above also suggests that forecasts
should be regularly compared with actual results. Regular comparisons.
updating of forecasts when required, and year-end explanations of variances
are recognized by company management as essential elements of any program
involving publicly disclosed forecasts. The same standards document
suggests that assumptions used in a financial forecast should be rea-
21sonable, appropriate, and suitably supported.
FORECAST ASSUMPTIONS AND REVISIONS
A forecast is based on assumptions by management concerning the in­
ternal and external events, conditions, and circumstances that most likely 
will prevail or occur during the forecast period. Assumptions are impor­
tant because they ultimately determine the quality and achievability of 
the forecast. Preparation of a financial forecast requires estimates of 
sales growth rates, material and labor prices, market conditions, and 
other profitability factors. External considerations such as national
20American Institute of Certified Public Accountants (AICPA), Stan­
dards for Systems for the Preparation of Fianclal Forecasts (Exposure 
Draft) (New York: AICPA, 1974), pp. 14-15.
21Ibid.
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economic trends and actions by competitors must also be assessed. Signi­
ficant assumptions affecting the potential achlevability of a forecast 
should be disclosed, and the forecast should be revised during the year 
to reflect changing conditions and related assumptions.
DISCLOSURE OF RELEVANT ASSUMPTIONS
Identity of important assumptions which should be disclosed is a 
difficult problem requiring judgment and analysis. Because of the 
numerous assumptions Involved in any forecast, it is not feasible to 
develop a standard list of items to be disclosed for every company. 
Important assumptions that should be disclosed are those which are criti­
cal to the achlevability of forecasts. Critical in this case means 
that validity and accuracy of the assumptions are conditions precedent 
to the realization of the forecast. Relative risk is therefore important 
and involves assumed conditions that may not materialize or predicted 
factors that are different from past experience.
Key factors of the following nature should be disclosed when finan­
cial results of the business firm are dependent upon their validity;
1. Assumptions for which there is reasonable possibility 
of a variation which could significantly affect fore­
casted results;
2. Assumptions about expected conditions that are forecasted 
to be materially different from current conditions;
3. Management plans, policies, estimates or other matters 
essential to an interpretation of the forecast.22
Important assumptions should be supported by reasonable evidence.
At the time of preparing a forecast, it is impossible to demonstrate that
^American Institute of Certified Public Accountants (AICPA), Pre­
sentation and Disclosure of Financial Forecasts (Exposure Draft) (New 
York: AICPA, 1975), p. 9.
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particular assumptions will prove to be true. Evidence to support 
management conclusions may consist of trends based on actual past data, 
economic and financial estimates prepared by outside experts or consul­
tants, and reference to currently prevailing conditions. Evidence In­
volves information, data, facts, and analysis of conditions existing at 
the time a forecast is prepared.
In preparing the Initial forecast for Cl operations in 1974, assump­
tions were not specifically documented by the company in a form suitable 
for simple listing in this study. Assumptions by their very nature are 
implicit in the forecasting process and must be identified by analysis
and logic. The following assumptions were identified by analysis of
23prior year operations and discussion with the company controller.
1. Corporate structure. The 1974 forecast is based on the 
existing corporate structure, and there are no plans to 
acquire or dispose of subsidiary companies during the 
year.
2. Availability of materials. While aluminum, copper, brass, 
and purchased parts used in manufacturing operations are 
readily available, temporary shortages and delayed deliv­
eries could affect operations. Disruptions are not ex­
pected to be worse than experience in the prior year.
3. Inflationary trends. Wage and price controls are ex­
pected to terminate in 1974, and provision for increased 
material and labor costs is included in the forecast.
4. Regulatory environment. The Federal Communications Com­
mission is expected to finalize the allocation of new 
frequencies to land mobile users. This action will assure 
long run growth in all aspects of company operations.
5. Economic conditions. Fuel shortages and related
23Interviews concerning budget procedure, company operations, and 
forecast data were conducted with Robert E. Elkins, Controller and Cor 
porate Treasurer, January 30, 1974, April 3, 1974, July 9, 1974, and 
March 19, 1975.
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conservation efforts are expected to provide continued 
growth In mobile radio communications, and overall com­
pany share of this market Is not expected to decline.
6 . Operating policies. The company plans to continue its 
existing policies to increase the sales of manufactured 
products, to achieve improved profit margins resulting 
from economies of scale and operating efficiencies, and 
to eliminate low profit margin operations at the expense 
of sales growth.
7. Estimated factors. The 1974 forecast is based upon 
assumed 47 per cent effective tax rate which reflects 
combined state and federal income taxes. Earnings per 
share in 1974 is based on 957,000 common shares which 
includes shares expected to be issued upon the exer­
cise of outstanding common stock options.
These various assumptions involve the regulatory environment, general 
economic conditions, and industry growth which were expected to affect 
company operations in 1974. In addition, the assumptions describe com­
pany plans regarding continuity of existing corporate structure, operating 
policy to eliminate low profit margin operations, and computational esti­
mates Involved in the 1974 forecast.
It is recommended that a financial forecasting system should provide 
a means for users to estimate the effect of variations in major under-
a  t
lying assumptions. General information concerning cost-volume-profit 
relationships can provide users an ability to estimate the effects on 
earnings if forecasted sales growth does not occur. The forecast of 
Communications Industries, Inc., involves no sensitive market segments 
such as government contracts that are subject to continuing appropriations. 
In general, the firm estimates that a specified percentage of sales growth 
will provide two times that percentage in net income growth. This
^AICPA, Standards for Systems.... op. cit.. pp. 27-28.
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generalization, however, Is not supported by actual cost behavior studies 
and Is an overall guide for planning purposes.
INTERIM FORECAST REVISIONS
Publicly disclosed forecasts should be reviewed as actual operations
occur so that revisions and updated forecasts can be issued when warranted.
There are different opinions concerning the need to revise forecasts as
actual results become known. One thought is to replace segments of the
total forecast with results of actual operations as these latter amounts
are determined. Quarterly reports of publicly owned companies would
therefore present a summary of first quarter actual operations plus a
forecast for the balance of the year. Another idea is to revise or amend
the annual profit forecast only because of significant changes in assump-
25tions or Inaccuracies in related estimates.
Two important aspects of forecasting are to provide users with 
futuristic information for evaluation In their specific decision areas 
and to subsequently examine the relative accuracy of such forecasts for 
purposes of establishing management credibility. It seems obvious that 
uncertainty is reduced as the forecast period approaches an end and that 
management should be able to develop more accurate estimates of total 
annual operations In the last half of a particular year. This point 
suggests that regular updating of forecasts which cover a fixed time 
period is an exercise which may provide little useful information.
Users of forecast information gain little value from accurate fore­
casts covering the last three to six months of a fiscal year. Accordingly,
25AICPA, Presentation and Disclosure..., op. clt., pp. 12-13.
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it seems unnecessary to revise forecasts at Interim dates unless the 
change is significant in nature. In reviewing operations, quarterly 
reports could be useful for asserting the continuing validity of an 
initial forecast and for commenting upon developments and conditions 
affecting the forecast.
During 1974, Communications Industries, Inc., Issued quarterly re­
ports for the three-month periods ending March 31, June 30, and Septem­
ber 30, 1974. There is no pronounced seasonal variation in the interim 
pattern of annual earnings as indicated by the analysis in Exhibit 5.3.
As a general check on progress toward forecasted annual net Income, it 
is possible to use the quarterly net Income data to determine whether 
estimated annual results are reasonably achievable.
For example, first quarter actual profits of Cl in 1974 were $330,000; 
based on 1973 data, such earnings should have then represented approxi­
mately 22 per cent of expected annual net income. After the first quar­
ter, an estimate of 1974 net Income would be $1,500,000 which is computed 
as $330,000/.22. Since the Initial forecast was for profits of $1,427,000, 
there would be reasonable grounds at that time to assume that the fore­
cast is still achievable. A similar analysis after the second quarter 
of 1974 would yield projected annual net Income of $1,545,000 based on 
year-to-date 1974 profits of $680,000 as of June 30 and the 44 per cent 
year-to-date factor for 1973. As a general review, this analysis would 
have indicated no major problems in achieving the initial forecast.
Monthly budget reviews were performed by Cl management during 1974, 
and a revision of the initial budget was completed after the second quar­
ter. The revision is shown in Exhibit 5.4 which updates the initial fore­




QUARTERLY DISTRIBUTION OF ANNUAL NET INCOME FOR 1971-1974 
(Dollar Amounts In Thousands)
First Second Third Fourth
Year Ending December 31 Quarter Quarter Quarter Quarter
1971: Net Income $453
Quarterly net income $ 98 $110 $121 $124
Percent of annual total 222 24% 27% 27%
Percent of year-to-date 22% 46% 73% 100%
1972: Net Income $651
Quarterly net Income $133 $147 $165 $206
Percent of annual total 20% 23% 26% 32%
Percent of year-to-date 20% 43% 68% 100%
1973: Net Income $1,145
Quarterly net income $250 $255 $293 $347
Percent of annual total 22% 22% 26% 30%
Percent of year-to-date 22% 44% 7 OX 100%
1974: Net Income $1,385
Quarterly net income $330 $350 $363 $342
Percent of annual total 24% 25% 26% 25%
Percent of year-to-date 24% 49% 75% 100%
SOURCE: Communications Industries, Inc., quarterly reports for 1971,
1972, 1973, 1974, 1975. Analysis for 1971 and 1972 based on 
data prior to pooling transaction in 1973; results for 1973 
reflect operations of new affiliate for entire year. All 




REVISED 1974 FORECAST COMPARED WITH ACTUAL RESULTS 
(Dollar Amounts In Thousands)
Ratio of
Initial Interim Revised 1974 Forecast 
Forecast Revision Forecast Actual to Actual
Net sales $15,876 $493 $16,369 $17,941 .91
Cost of sales and expenses (13,184) (571) (13,755) (15.267) .90
Net operating income $ 2,692 ($78) $ 2,614 $ 2,674 .98
Income taxes (1,265) 36 (1.229) (1,289) .95
Net income $ 1 * 427 ($42) $ 1,385 $ 1.385 1.00
Earnings per share $ 1.49 $ 1.45 $ 1.45
Revisions include the following factors:
(a) Increased sales volume in two subsidiaries.
(b) Discontinuance of a product line.
(c) Change estimate of common shares outstanding 
from 957,000 to 955,000.
147
the year. The revision was an adjustment to budgets for Internal manage­
ment use, but the adjustments are also Included In this analysis as 
revisions of the simulated forecast. Two factors causing the revision 
were increased sales volume In two subsidiaries and discontinuance of 
a product line.
ANALYSIS OF FORECAST AND ACTUAL RESULTS
As Indicated by the comparative results in Exhibit 5.4, the revised 
forecast represented 91 per cent of actual sales and 100 per cent of 
actual net income for 1974. Without considering the interim revision, 
the Initial forecast represented 88 per cent of actual sales and 103 per 
cent of actual net Income. Actual sales growth exceeded expectations, 
but the net income forecast was sufficiently accurate to serve the pur­
poses for which such information would be presented to external users.
In general, the forecasting experiment was successful from the corporate 
viewpoint of providing a forecast which was substantially achieved by 
actual results.
While an accurate forecast presents few problems for discussion and 
analysis, the comparative results in Exhibit 5.4 do Involve certain fac­
tors requiring consideration. Net income in the revised forecast was a 
precise estimate of 1974 actual net income, but the ratio of net operating 
income to sales declined from 17 per cent in the initial forecast to 16 
per cent in the revised forecast; this ratio then declined to 15 per cent 
In the actual income statement. Since actual sales were $1,600,000 over 
the revised forecast, the profit target was achieved with additional reve­
nues that went offset by certain expenses which exceeded management esti­
mates. In comparing actual results with forecasts, this type of variance 
needs to be analyzed and explained.
us
In its discussion and analysis of 1974 operations. Cl management 
provided several reasons which explain the variances described above.
Revenues. Actual sales exceeded initial estimates because of an 
increase in physical volume of company-manufactured products. Price 
Increases accounted for less than 10 per cent of the variation. Sales 
of manufactured products accounted for 54 per cent of 1974 sales whereas 
this source amounted to 49 per cent of total sales in the previous year.
Gross profit. In 1974, gross profit margins from manufacturing 
operations decreased from 32.3 per cent in 1973 to 31.7 per cent. This 
change was caused by increased material costs which occurred after the 
lifting of price controls. There was not a corresponding increase in 
company selling prices.
Costs and expenses. The effective income tax rate for 1974 was 
48.2 per cent as compared with 47 per cent included in both Initial and 
revised forecasts. The higher rate is attributed to increased business 
in stateB having corporate Income taxes and increases in some state tax 
rates. Property taxes in 1974 were up $67,000 or 73 per cent over the 
prior year because of higher assessed valuations and tax rate increases.
Interest expense increased during 1974 because of increased short­
term borrowing and additional long-term debt executed in 1974 at higher 
interest rates. The ratio of interest expense to the simple average of 
all notes payable was 7.5 per cent in 1973 and 9.9 per cent in 1974. In 
May, 1974, the company signed a new loan agreement with Prudential Insur­
ance Company to replace the existing Prudential debt of $338,000 with a 
new 14-year note of $1,338,000 bearing a 9.15 per cent interest rate.
Net proceeds of $1,000,000 were used to retire all short-term bank debt 
and to reduce a five-year revolving credit agreement with another bank.
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Variances between actual and forecasted income statement components 
are adequately explained by the preceding factors. In general, this 
forecasting experiment demonstrated the ability of one firm to prepare 
an accurate forecast and to later explain differences between the fore­
cast and actual results. Proposed standards for such accounting activities 
are discussed in the following chapter.
CHAPTER SUMMARY
By reporting upon the results of an actual forecasting experience 
for 1974, this research study has contributed to the experience base in 
forecasting which the accounting profession requires. Communications 
Industries, Inc., agreed to supply information essential to the study.
The company developed a forecasted 1974 income statement for consolidated 
operations. The forecast was considered appropriate for public disclo­
sure, although such disclosure was not made. Communications Industries, 
Inc., provides manufactured products and services to the land mobile 
communications market.
Company organization and its budgetary planning system were described 
to provide background information for the resulting forecast and its 
analysis. The initial forecast for net income of $1,427,000 was revised 
during the year to $1,385,000. Actual net income for the year was 
$1,385,000, but there were variances between actual and forecasted sales 
and expenses. These variations were adequately explained by management. 
Assumptions underlying the forecast were identified and described. In 
general, the forecasting experiment was a success from the corporate view­
point of presenting a forecast which was achieved in all material respects.
In Chapter VI, certain results of this forecasting experiment are
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used to develop proposed standards regarding the form and content of 
forecasts, specification of underlying assumptions, and evaluation of 
actual results. Standards are also proposed for audits of similar 
forecasts by independent certified public accountants.
CHAPTER VI
FORECAST REPORTING PRINCIPLES AND AUDITING STANDARDS
The usefulness and feasibility of published profit forecasts have 
been established by research results reported In the preceding chapters. 
This chapter considers the recommended content of such forecasts* methods 
of presenting forecasted Information* and standards for attestation by 
independent CPAs. One objective of this study is to develop a tentative 
set of forecast audit standards governing the CPA's expression of an 
opinion concerning the reasonableness of corporate forecasting assump­
tions and methodology. In part, these standards are derived from and 
depend upon the form and content of published forecasts to be issued by 
corporate management. Recommendations concerning the form and content 
issues and other reporting principles precede any consideration of the 
CPA's association with forecasts.
This chapter proposes certain principles or standards regarding the 
form and content of published financial forecasts and develops suggested 
audit standards for attestation to such forecasts by independent CPAs.
It is well recognized that the CPA cannot attest to the accuracy or 
achlevability of a forecast. Audit standards involve the CPA's opinion 
regarding the reasonableness of forecasting assumptions and methodology. 
As general guides to practice* the audit standards suggest certain tests* 
review procedures* and documentation techniques that should be applied
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by auditors. Audit standards and procedures are formulated by reason 
and experience with reference to evidence obtained In the forecasting 
experiment with Communications Industries, Inc.
DEFINITION OF FORECAST 
Since forecasts of future operations can vary according to mana­
gerial viewpoint and type of Information presented, it is first necessary 
to establish an acceptable definition of the term forecast. The American 
Institute of CPAs (AICPA), the Accountants International Study Group 
(AISG), and the Securities and Exchange Commission (SEC) have all attempted 
to define the term forecast. Both the AICPA and the AISG distinguish 
between a forecast and similar terms such as projection and budget. The 
following definitions of the AICPA emphasize the essential distinctions.
A financial forecast for an enterprise is an estimate 
of the most probable financial position, results of opera­
tions and changes in financial position for one or more 
future periods. A financial projection for an enterprise 
is an estimate of financial results based on assumptions 
which are not necessarily the most likely. Budgets, plans. 
goals, and objectives may have some of the elements of 
targets or motivational hurdles. Budgets especially Involve 
motivational, control, and performance evaluation 
considerations.^
The SEC, however, did not distinguish between forecasts, projections, 
and related terms. A forecast was defined by the SEC as "a statement 
made by a company (including confirmations of an outsider's forecast) to 
outsiders regarding the company's anticipated future revenues, net income, 
or earnings per share whether expressed as a specific amount or as a range
^American Institute of Certified Public Accountants (AICPA), Presen­
tation and Disclosure of Financial Forecasts (Exposure Draft) (New York: 
AICPA, 1975), pp. 2-3.
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of a m o u n t s . T h i s  definition concentrates on anticipated future amounts 
and appears to be consistent with the concept of most probable financial 
results which is contained in the AICPA definition.
Management plans will usually involve goals, objectives, motivational, 
and behavioral considerations in budgeting. The meaning of forecast 
should be restricted, however, to an expression of most probable financial 
results since this is the information desired by external users. By 
limiting forecasts to estimates of most likely results, the possibility 
of extremely optimistic or conservative forecasts can be reduced.
Experience with publicly disclosed forecasts to date has involved 
only Income statements and related earnings per share amounts. Forecasted 
net income is probably the most useful Information to investors and should 
be considered the minimum disclosure required by any forecast. This study 
has concentrated on net income forecasts, and related audit standards de­
veloped in this chapter are likewise limited to the income statement. 
Forecasted balance sheets, cash flow information, and estimated changes 
in working capital may also provide useful information. As experience 
with forecasting improves, these financial statements may become common 
elements of forecast disclosure. The feasibility of such extended fore­
cast disclosure and audits of these forecasts are beyond the purpose and 
scope of this study.
FORM AND CONTENT OF PUBLISHED FORECASTS 
The form and content of a published financial forecast should comply 
with certain general criteria. To prevent inappropriate conclusions by
2"seC Proposes Rules on Forecasts," Release No, 33-5581, Ernst &
Ernst Financial Reporting Developments (May, 1975; Retrieval Number 38321),
p . 2.
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users, all disclosures must be clearly identified as a forecast. The 
title of pro forma financial statements should Include the term forecast 
and otherwise describe the prospective nature of information being pre­
sented. The forecast should be concise enough to promote understandability, 
yet it should present enough income statement information so that analysis 
of profit margins and income growth rates can be performed by users.
Other aspects requiring consideration are time period of the forecast, 
extent of detail, use of point or range estimates, and disclosure of 
assumptions.
BASIC FORM CONSIDERATIONS
A forecast of net Income should be presented as a pro forma finan­
cial statement which discloses the operating results considered most 
probable by company management for a specified time period. Basic ele­
ments of form include the need to describe how the forecast was developed 
and the accounting principles utilized. If the forecast was developed 
by the budgetary system, then this system should be briefly described as 
to procedures employed, levels of management participation, and whether 
the resulting forecast has been adjusted to eliminate motivational and 
goal effects typically included in budgets. If the forecast was developed 
by an analytical model or other approach different from the processing 
of actual transactions, the method of development should be described.
In terms of form, a forecast suitable for subsequent management account­
ability and comparison with actual results should include descriptive 
notes and narrative commentary.
The forecasted Income statement should be based upon the accounting 
principles which will be applied to actual events and transactions. If 
the forecast is published separately from the corporate annual report, a
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summary of significant accounting policies should be included in the 
forecast.^ If changes in accounting principles are expected to be imple­
mented during the forecast period, the new principles should be used in 
preparing the forecast. In many cases, estimates will be used in pre­
paring forecasts instead of applying detailed accounting procedures and 
pro forma recording of planned transactions. Estimated cost of goods 
sold based on gross profit margins is a common example. Estimates of this 
type are acceptable procedures and should be described if used in the 
forecast.
TIME PERIOD COVERED
If forecasts of net income are presented as pro forma income state­
ments, it seems logical that the basic forecast period should correspond 
with a company's fiscal year. The annual time period orientation permits 
comparison with actual performance in prior years and subsequent analysis 
with current actual results. Forecasts could be presented for several 
time periods, but the level of uncertainty and possible inaccuracy increase 
as the number of forecast periods is expanded. The Accountants Inter­
national Study Group concluded that published profit forecasts should 
"not extend beyond the end of the current financial year unless a sub­
stantial part of the year has elapsed, in which case it might extend to
the end of the following year."^ This viewpoint was also adopted by the
5Securities and Exchage Commission.
^AICPA, op. cit., p. 5.
^Accountants International Study Group, Published Profit Forecasts 
(Brooklyn, New York: Newport Press, Inc., 1974), paragraph 79.
^"SEC Proposes Rules on Forecasts," op. cit., p. 13.
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The AICPA exposure draft regarding forecast disclosure does not 
recommend a specific time period to be covered by a forecast. It suggests 
that corporate management should review Its forecasting ability and in­
vestor Information needs in order to determine a reasonable time frame 
for published forecasts.** A period of twelve months appears to be a 
reasonable limitation on published forecasts at the present time. Public 
disclosure should be timely and may precede the distribution of corporate 
annual reports.
As indicated in Chapter III, Fuqua Industries, Inc., published its 
profit forecasts and unaudited results for the prior year early during 
the forecast period. This practice seems desirable since annual reports 
may not be ready for distribution until two months after the close of a 
fiscal year. The recommended annual forecast period should not preclude 
general comments by management regarding potential growth in market share, 
sales, or profits that can be reasonably expected in future years.
EXTENT OF DETAILED INFORMATION
The amount of detailed Information presented in a forecast determines 
the ability of users to understand and analyze the company’s plans. There 
is an optimal level in presenting detailed information, since excessive 
details could confuse users and perhaps reveal facts that would aid com­
pany competitors. Peat, Marwick, Mitchell A Company has recommended that 
published forecasts contain all of the income statement captions typically 
found in corporate annual reports Including operating income, other income 
and expenses, extraordinary items if reasonably predictable, and dual
^AICPA, op. cit., p. 11.
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presentation of earnings per share.^ The SEC requires minimum disclosure
Qof sales, net income, and earnings per share.0
Since It is desirable for users to understand and be able to analyze 
forecasts, the forecasted net income should disclose sales, cost of goods 
sold, other operating expenses, income taxes, and earnings per share 
amounts. It would also be desirable to present sales and estimated gross 
profits by product line as required with annual SEC filing. This sales 
mix and product line Information is important in historical statements 
and is equally useful in forecasts.
The overall forecast should include an indication of how variations 
in total sales will affect net income. General profit-volume information 
of this type could be presented as part of management commentary concerning 
forecast assumptions. Since the sales volume estimate is a critical 
factor to forecast achlevability, the profit-volume disclosure would 
enable users to assess the impact of failing to attain forecasted sales.
POINT OR RANGE ESTIMATES
In order to emphasize the inherent uncertainty of forecasts, many 
writers in this area advocate the use of interval estimates or ranges 
instead of single valued estimates for net Income components. Two prob­
abilistic methods of presenting forecast information have been discussed
Qby Professor Dan Guy. The first method involves a three-level
^Joseph P. Cummings, Financial Forecasts and the Certified Public 
Accountant (New York: Peat, Marvick, Mitchell & Company, 1972), p. 7.
O "SEC Proposes Rules on Forecasts," op. cit.
QDan Guy, "Auditing Projected Financial Statements," Management 
Accounting (November, 1972), pp. 34-35.
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probabilistic Income statement In which values for all data are shown for 
the most optimistic, most pessimistic, and most likely conditions. The 
second approach Involves probability-tree financial statements. An ex­
pected value, standard deviation, and coefficient of variation are shown 
for each forecast item.
A range of values for forecasted amounts was supported by the posi­
tion paper of Peat, Marwick, Mitchell & Company. Reasons for this posi­
tion are that interval estimates will (1) emphasize the probabilistic 
nature of the forecast; (2) show that all amounts needed to determine 
net Income are subject to variation; and (3) indicate the width of the 
ranges as related to the precision of the forecast.^
The AICPA exposure draft on presentation of forecasts opposed the 
presentation of interval estimates. In general, the use of ranges could 
cause users to attribute
an unwarranted degree of reliability to the forecast ranges, 
because many users might assume (a) that a range represented 
the spread between the best possible result and the worst 
possible result, and (b) that the range was based on a 
scientifically determined Interval. Management is in the 
best position to determine the single most probable result 
and this burden should not be placed on outsiders.H
The AICPA document also noted the general requirement of using single
point estimates in subsequent comparisons with actual results. Ranges
were recommended as supplemental information to highlight the tentative
12nature of key factors such as sales and net income.
In evaluating these opposing viewpoints, it seems most desirable to
-^Cummings, op. cit., p. 6 . 
■^AICPA, op. cit., p. 6 . 
12Ibid.
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present a forecast which contains single valued estimates for the most 
probable results of operations. Point estimates for sales, net income, 
and other profit determining factors would be least confusing to users 
and easier for subsequent comparisons and analysis. The three-level 
statements present unnecessary information since actual results should 
be analyzed in comparison with the most likely forecasted results. Also, 
in defining a forecast, It was established that a forecast would consist 
of data expressing most probable financial results.
In general, the tentative nature and relative risk of achieving a 
forecast can be adequately communicated to users without presenting 
several forecasts. Supplemental ranges for sales, net Income, and 
earnings per share could be beneficial to users. The profit-volume 
variation disclosure could easily satisfy this point by stating the effect 
on profits and earnings per share if actual sales exceed or fall below 
forecast by ten per cent or some other margin of error.
STATEMENT OF ASSUMPTIONS
There is general agreement that the principal assumptions upon which 
a forecast is based should be disclosed. Because of the numerous assump­
tions involved in any forecast, it is not practical to develop a standard 
list of items to be disclosed by every company. Assumptions by their 
very nature involve estimates concerning economic conditions, industry 
trends, regulatory actions by governmental agencies, realization of cor­
porate plans, and specific computational estimates required to compile 
the forecast. Important assumptions are those which are critical to the 
achlevability of the forecast. If forecasted profits depend upon the 
validity or accuracy of certain assumptions, then these matters should be 
disclosed.
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Relative risk regarding the validity of assumptions Is important 
and concerns assumed conditions that may not occur or predicted factors 
which are different from past experience. Assumptions of the following 
nature should be disclosed when they are subject to variation and when 
forecasted profits are sensitive to such variations:
1. Assumptions for which there is reasonable possibility of 
a variation which could significantly affect forecasted 
results;
2. Assumptions about expected conditions that are forecasted 
to be materially different from current conditions; and
3. Management plans* policies, estimates or other matters 
essential to an interpretation of the forecast.13
The identification of Important assumptions for disclosure is a 
difficult problem which must be resolved by management. Judgment and 
analysis are required to determine that assumptions are internally con­
sistent, properly documented, and supported by reasonable evidence. 
Management cannot be held liable for honest and reasonable assumptions 
which ultimately prove to be inaccurate or Invalid. Forecasts could per­
haps be judged misleading if an important assumption was not disclosed 
and subsequently was the cause of forecasting inaccuracy.
Evidence to support assumptions may consist of trends based on actual 
past data, estimates prepared by independent consultants, and reference 
to currently prevailing conditions. Since disclosure of assumptions is 
a selective process, the forecasting system should be designed to identify 
and accumulate evidence for the various assumptions required to develop 
a profit forecast.
13Ibid. . p. 9.
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REVISION AND EVALUATION OF FORECASTS 
The preceding recommendations concerning form and content of profit 
forecasts indicated that a forecast of most probable income statement 
results for an annual period should be presented as a pro forma financial 
statement. Supporting commentary should describe the method of develop­
ment, summarize underlying assumptions, and provide general guidelines 
for evaluating the effect of possible variations. Given a forecast pre­
pared according to these guidelines, there still remain the practical 
issues of revising the forecast at interim dates and comparing forecasts 
with actual results. One problem which has become obvious with fore­
casting experience is the explanation of actual to forecast variations 
caused by changes in corporate structure. Acquiring or disposing of 
subsidiaries during the forecast period Is a situation requiring forecast 
accountability standards.
REVISION OF FORECASTS
As actual operations occur during the year, publicly disclosed fore­
casts should be reviewed and revised if warranted. Income statement 
forecasts should be revised at interim dates primarily to reflect changes 
in assumptions or inaccuracies in related estimates. The purpose of a 
forecast is to provide users with futuristic information to resolve their 
particular economic decisions. Uncertainty is reduced as the forecast 
period approaches a close, and users are not provided with significant 
information by periodic forecast updates which are not material in amount.
Forecasts should not be revised at interim dates unless the change 
is significant in nature. This recommendation is particularly important 
because management should subsequently provide a comparison between actual 
results and the prevailing forecast. Management credibility in the
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forecasting area Is not promoted by a comparison between actual results 
and a revised forecast Issued late In the forecast period. Unless a 
forecast Is revised to reflect material changes In estimates of sales, 
expenses, or net Income, regular quarterly reports by corporations during 
the forecast period should assert the continuing validity of the initial 
forecast. It is entirely appropriate for the% quarterly reports to com­
ment upon conditions and developments which affect the forecast.
Company management has the obligation to determine which conditions 
are sufficiently material to warrant forecast updating and to provide 
this Information on a timely basis. The quarterly report is a convenient 
means for disclosing forecast revisions, but this method may not be 
suitable in all circumstances. A material revision determined in April 
of a forecast year probably should not be delayed until publication of 
second quarter results in July. Special reports may be necessary in some 
cases along with publication by financial new media.
If material changes in a forecast are known but cannot be quantified
on a timely basis, corporate management should disclose the surrounding
14circumstances and withdraw the initial forecast pending its revision.
This reporting obligation is comparable to the disclosures required when 
errors are discovered in previously issued financial statements. A similar 
obligation exists when the validity and reliability of a forecast is im­
paired. Major uncertainties may dictate the complete withdrawal of a 
forecast without issuing a revised version. The important point is that 
disclosure of changes in underlying conditions and business operations 
should not be delayed until actual results for the year are determined.
U Ibid., p. 14.
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CHANGE IN CORPORATE STRUCTURE
A frequently occurring cause of forecasting inaccuracy compared with 
actual results Is the acquisition or disposition of subsidiaries and other 
business segments during the forecast period. One assumption Implicit 
in an initial forecast is the composition of the business entity and con­
tinuity of its various segments. This assumption should be explicitly 
addressed by management comments which indicate the presence or absence 
of known plans to acquire or dispose of business segments during the 
period.
When business segments are disposed of during the period, the initial 
forecast should be revised to reflect changes in all income statement 
components affected by the transaction. Since the segment was included 
in the Initial forecast, the revision should be objectively determinable 
by reference to revenues and expenses of the segment included in the 
original forecast* The revised forecast should also reflect other changes 
of an indirect nature caused by eliminating the business segment. The 
guiding objective for this revision is to provide an amended forecast 
which will be comparable with actual results for the year. This comparison 
is an essential phase of the entire forecasting process and should be 
approached from the standpoint of holding management accountable for actual 
results related to a comparably adjusted forecast.
If a consolidated subsidiary or other segment is disposed of during 
the period, the initial forecast should be revised to eliminate the 
revenues and expenses of the subsidiary that would have applied to the 
forecast time period. Any gain or loss on the disposition should not be 
included in the actual results which are subsequently compared to the 
revised forecast. In most cases, this proposal means that forecasted net
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Income must be compared with Income from continuing operations actually 
reported by the company for the year. While It is desirable to compare 
forecasted results with actual amounts reported in the income statement, 
it may be necessary in some cases to adjust actual results for purposes 
of this comparison. Modification of actual results may be required if 
the disposal of a segment does not qualify for "income from continuing 
operations" treatment under Opinion Number 30 of the Accounting Principles 
Board.
When subsidiaries or other business segments are acquired during the 
forecast period, the initial forecast should be revised to Include appro­
priate forecasts for the new segment. The basic principle for this re­
vision is to develop a forecast which will be comparable with actual 
results for the forecast period. If a subsidiary is acquired in a pur­
chase transaction, the forecast should be amended to include estimated 
revenues and expenses of the subsidiary for the post-acqulsitlon part of 
the forecast period. If the acquisition is treated as a pooling of 
interests, the amended forecast should included estimated revenues and 
expenses of the new business segment for the entire forecast period.
To illustrate the recommended forecast revision, a business combina­
tion completed by Communication Industries, Inc., in 1973 is used as an 
example. The company began negotiations in 1972 to acquire the common 
stock of General Communications Services, Inc. The transaction was com­
pleted in August, 1973, by issuing 300,000 common shares of Communications 
Industries, Inc., and accounting for the combination as a pooling of
^Accounting Principles Board, APB Opinion 30 - Reporting the Results 
of Operations (New York.* American Institute of Certified Public Accoun­
tants, 1973), Section .08.
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Interests. Budgetary Information provided by Cl and actual operating 
results are used to indicate the recommended sequence of reporting events.^ 
The initial forecast which could have been issued by Cl in January, 
1973, is shown in Exhibit 6.1. Amounts related to the pooled company are 
not Included in the original forecast. After approval of the business 
combination by stockholders and completion of the pooling transaction, 
the revised forecast should have been Issued in August, 1973. It would 
have been appropriate to disclose the pro forma effects of the business 
combination on the initial forecast in quarterly reports Issued earlier 
in the year. This disclosure would have been appropriate since planning 
and completion of the transaction required several months. The revised 
forecast is comparable with actual results for the year as shown in 
Exhibit 6.1.
EVALUATION OF ACTUAL RESULTS
At the end of the forecast period, a comparative analysis of forecast 
and actual results should be required. This report should be presented 
on a timely basis and should generally not be delayed for a period of two 
months or more while the annual audit of actual results is being completed. 
Accordingly, the comparative analysis can normally utilize unaudited actual 
results for the year if audit adjustments in previous years were immaterial 
in the aggregate.
The forecast report should present the initial forecast, any revisions
^Communications Industries, Inc., 1973 Form 10-K filed with the 
Securities and Exchange Commission (Dallas, Texas: Communications Indus­
tries, Inc., 1974), p. 22. Budget information was supplied by company 
management, but no formal forecast was publicly released in 1973. Certain 
assumptions were required in this study to measure operating results of 





REVISION OF 1973 FORECAST TO REFLECT BUSINESS COMBINATION 
(Dollar Amounts In Thousands)
(a) (b) (c) Ratio of
Initial Interim Revised 1973 Forecast 
Forecast Revision Forecast Actual to Actual
Net sales $10,721 $ 2,492 $13,213 $13,846 .95
Cost of sales and expenses (9,339) (2.069) (11.408) (11.705) .97
Net operating income $ 1,382 $ 423 $ 1,805 $ 2,141 .84
Income taxes (650) (199) (849) (996) .85
Net Income $ 732 $ 224 $ 956 $ 1.145 .83
This exhibit Is presented only for Illustrative purposes. Amounts 
related to the pooled company were determined by Its accounting for 
18% of consolidated revenues and Its 9% profit margin In pre-pooling 
flnanicial statements.
(a) Original forecast prepared without Including pooled company. 
Pooling transaction completed In August, 1973.
(b) Estimates of annual operating results for pooled company which 
should have been formulated In August, 1973, based on results 
to date plus remaining forecast period.
(c) Revised forecast is comparable with reporting of actual results 
and should have been Issued In August, 1973.
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implemented during the period, and a comparative analysis between revised 
forecast and actual income statement results. Variances between the re­
vised forecast and actual results should be explained with sufficient de­
tail and fact to be informative to users of this information. Differences 
between actual conditions, occurrences, quantitative factors, and related 
assumptions should be specified. Users need to be able to assess manage­
ment forecasting abilities and the likelihood of reasonably accurate 
forecasts in the future. It is important for the forecast report to pre­
sent all forecasting analyses for the year in a single document or report.
In this way, a complete story is summarized in one document and the 
tendency to make misleading comparisons is reduced.
In comparing actual results with the revised forecast, numerical 
variances, various income statement percentages, and other ratios should 
be used by management as necessary to describe the relative accuracy of 
the forecast and causal factors for variations from actual amounts. Com­
pensating differences should be explained individually if the amounts are 
significant. These differences could Involve increased sales in one 
product line which were offset by reduced sales in another product line.
Formats used by individual firms in presenting their forecast reports 
will vary, but a minimum disclosure should include a summary of initial 
forecast, revised forecast, and actual results. Summary explanation of 
the reasons for revisions between initial and amended forecasts is ne­
cessary. Variances between revised forecast and actual results should 
then be analyzed. It is important to place these Income statement amounts 
in a single schedule which can be inspected and evaluated without having 
to refer to numerous separate reports. Supporting schedules and explana­
tions can then be referenced to the summary analysis. The complete forecast
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report may require several pages, especially If there were two or more 
interim revisions or problems In achieving the forecast. The report Is 
a critical factor in determining the confidence that external users will 
attribute to forecasting efforts by corporate management In the future.
SCOPE OF ATTESTATION BY CERTIFIED PUBLIC ACCOUNTANTS
The preceding recommendations concerning form and content of fore­
casts, updating procedures, and comparisons with attained results provide 
suggested standards and principles to guide forecast reporting practice.
Many of these principles are applied by firms with actual forecasting 
experience and were observed or derived from the forecasting experiment 
with Communications Industries, Inc. These forecasting principles are 
similar to the accepted principles governing historical financial accounting 
in that they are capable of review and evaluation by independent third 
parties.
In performing a forecast audit, the independent CPA would review the 
forecasting system, examine the procedural aspects of developing the fore­
cast, and determine that the form of presentation complied with accepted 
reporting principles. It would then be appropriate for the CPA to issue 
a report which indicates the scope of his responsibility, describes the 
procedures performed, and expresses an opinion concerning the reasonable­
ness of forecasting methodology, underlying assumptions, and compliance 
with principles of forecast presentation and analysis.
In attesting to the fairness of historical financial statements, the 
auditor is not a guarantor whose examination can be relied upon to detect 
fraud or defalcation. In attesting to the fairness of a management fore­
cast report, the auditor cannot assure the accuracy or achlevabillty of 
the current forecast, and this limitation should be comaunicated clearly
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to all users of the forecast report. Suggested wording of the CPA's 
opinion and report on forecasts has been proposed by others and is 
beyond the scope of this research.^
This study has substantiated the feasibility of the audior's 
association with forecasts. The simulated experience with Communications 
Industries, Inc., revealed no circumstances which would have prevented 
the association of independent auditors with the forecast. In addition, 
the following reasons support this recommended role extension for CPAs.
1. CPAs have the required skill to review a forecasting
system and to analyze the reasonableness of pro forma 
financial statements produced by such systems;
2. CPAs are independent of company management and can
lend credibility to management representations con­
tained In a forecast; and
3. CPAs possess the necessary accounting expertise to
evaluate computational procedures underlying a fore­
cast and to determine whether the forecast is fairly 
presented in accordance with the principles recom­
mended in this study.
A new professional group, Independent Projection Accountants, has
18been suggested by others for purposes of evaluating financial forecasts. 
This profession would Include qualified personnel such as CPAs, budgetary 
analysts, internal auditors, and security analysts. At the present time, 
it seems unlikely that this professional group will become formally 
established. CPA firms already possess the required skills to perform 
audits of forecasts. Some CPA firms are reluctant to assert this ability
^ D a n  M. Guy, "The Independent Public Accountants' Responsibility 
and Auditing Procedures for Projected Financial Statements," (unpublished 
doctoral dissertation, College of Business Administration, University of 
Alabama, 1971).
18"CPAs Suggest Means to Evaluate Forecasts," The Journal of Accoun­
tancy (July, 1972), p. 20.
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because of uncertain legal implications and lack of actual forecast 
auditing experience.
An important recommendation with regard to the CPATs attestation 
role was included in the recent SEC proposal on financial forecasts. The 
SEC indicated that CPAs who review or report upon forecasts will still 
be considered independent for purposes of auditing historical financial 
statements.According to the SEC proposal, the CPA's report on a fore­
cast should include a statement as to the qualifications of the reviewers,
their accounting and budgetary expertise, and their audit skills for
20determining objective evidence to support management assumptions.
The CPA firm conducting a forecast audit most likely has audit per­
sonnel who are familiar with the client's industry and business practices 
and management advisory service personnel who can evaluate forecasting 
and budgeting methodology. Principles of forecasting form and presenta­
tion have been suggested in this study and are being developed in practice. 
Reporting guidelines for the CPA's attest function have also been proposed 
by others. The remaining task is to develop standards for conducting the 
actual forecast audit.
AUDITING STANDARDS FOR FORECASTS 
The audit of a forecast by an independent CPA is similar in many 
respects to the audit of historical financial statements. A forecast 
audit should Involve a critical examination of forecasted financial state­
ments to determine the fairness of presentation in accordance with certain
19"SEC Proposes Rules on Forecasts," op. cit., p. 14. 
20Ibid.
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recognized principles of presenting forecast information. These principles 
of presentation involve all the preceding recommendations under form and 
content of forecasts, updating, and comparison with actual results. The 
forecast is prepared by management which is primarily responsible for the 
representations it contains. The CPA is responsible for conducting a 
professional examination of this forecast and for expressing an opinion 
upon compliance of the forecast with certain principles.
Auditing procedures performed by the CPA must comply with certain 
recognized auditing standards. Generally accepted auditing standards
have been extensively developed for purposes of auditing historical finan-
21cial statements. Several of these standards should also apply to audits 
of forecasts, and other standards must be developed to recognize unique 
factors related to association of the CPA with forecasted financial 
statements.
The following standards are recommended guidelines to forecast 
auditing procedures and should govern the scope and quality of the audit 
examination. Proposed standards are presented under three classifications 
and are discussed briefly as to meaning and implications for auditing 
procedures.
QUALIFICATIONS OF AUDITOR
Three standards are proposed regarding the qualifications which the 
auditor should possess and the general approach to conducting his audit 
examinations.
Standard Q-l. The forecast audit will be conducted under the
^American Institute of Certified Public Accountants, Statement on 
Auditing Standards Number 1 (New York: American Institute of Certified
Public Accountants, 1973).
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supervision of a person who Is knowledgeable of the client's 
industry and business operations.
This requirement could be satisfied by persons having experience in 
historical audits, management advisory services to the company, or com­
petent research concerning the client's industry and business operations.
Standard Q-2. The forecast audit will be performed by 
persons having adequate technical training and proficiency 
in financial accounting and forecasting aspects of mana­
gerial accounting.
In addition to familiarity with company business and industry con­
ditions, the auditor must also understand budgeting, planning, and fore­
casting methodology. Since the auditor must evaluate the forecasting 
system and related procedures, proficiency in management accounting 
practice is suggested.
Standard Q-3. In all phases of the examination, the auditor 
will remain Independent and exercise due professional care.
The auditor must be independent of company management in order to 
lend credibility to management forecasts. Due professional care is 
necessary because of the prospective nature of forecast information and 
higher relative risk that the forecast could prove to be misleading if 
not developed properly. The inclusion of "in all phases of the examina­
tion" is necessary in order to stress the importance of independence 
when the forecast-actual comparisons are made. There can be no appearance 
of forced actual results when the historical financial statements audit 
is performed.
EXAMINATION OF FORECASTS
Two general standards are recommended to guide the actual examination
of financial forecasts and underlying systems and procedures.
Standard E-l. The auditor will review, evaluate, and 
document the forecasting system to determine its
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reasonableness and extent of auditing procedures to be 
performed.
Since one phase of the auditor's opinion should cover the reason­
ableness of forecasting methodology, it is essential for the audit to 
include an extensive review of the forecasting system. The auditor should 
evaluate and document the planning system, reliability of previous fore­
casts or budgets, management approvals and employee participation, 
existence of goal setting instead of reasonable planning, and detailed 
estimation procedures employed. Subsequent auditing procedures will 
determine whether the forecast was prepared in accordance with the under­
lying system. The auditor must understand the forecasting system and be 
satisfied that it can produce reasonable forecasts.
Standard E-2. The auditor will accumulate sufficient, 
competent, evidential matter regarding the bases of fore­
cast preparation.
To comply with this standard, the auditor must determine that the 
forecast was developed in accordance with the system designed by manage­
ment. Evidential matter regarding this compliance is accumulated for 
evaluation by the auditor to support his opinion on the forecast. Docu­
mentation includes evidence for the important assumptions, estimation 
procedures, and calculations which constitute the forecast.
Assumptions should be explained by management as an Integral part 
of the forecasting system. The auditor's function is to evaluate the 
reasonableness of these assumptions, to determine that the forecast was 
prepared in accordance with the assumptions, and to ascertain that the 
assumptions are internally consistent throughout the forecast. The 
auditor's examination should also determine whether the forecast report 
presented by management complies with the body of general principles 
recommended for such reports.
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REPORTS BY INDEPENDENT AUDITORS
The auditor's opinion should accompany the presentation of forecasted 
financial Information by management. The forecast report developed by 
management should Include a description of forecasting procedures,, fore­
casted income statement for the subsequent fiscal year, statement of 
assumptions underlying the forecast, comparison of actual results for the 
current year against related forecast, and suitable explanation of 
variances.
The forecast report In this format would be an annual presentation
which complies with recommendations presented earlier in this chapter.
Since principles for such forecasting reports are not generally recognized
at present, the basic principles for form and content should be summarized
in the report In a manner similar to the accounting policies which are
disclosed in historical financial statements.
The forecast report would be presented by management and should
contain the opinion or report of the independent auditor. The following
standards should be observed by the auditor in preparing his report.
Standard R-l. The report will describe the auditor's role 
and association with the forecast and extent of respon­
sibility which he assumes.
Standard R-2. The report will indicate whether the current 
financial forecast conforms with procedures and assumptions 
described by management.
Standard R-3. The report will express an opinion concerning 
the reasonableness of forecasting procedures and assumptions 
underlying the current forecast and the reasonableness of 
management explanations concerning attainment of the prior 
year forecast.
Standard R-4. The opinion will indicate whether the entire 
forecast report presented by management is in accordance 
with principles for such presentations as they are summarized 
in the report.
The exact wording of the auditor's report remains to be formulated
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and requires additional testing, analysis, and experimentation. Any 
opinion on management forecasts must Indicate that the forecast consti­
tutes representations by management which are approved and authorized by 
the corporate Board of Directors. The tentative nature of forecast Infor­
mation must be emphasized so that external users are not misled.
Auditing standards recommended in this study are based on existing 
auditing standards and reference to the nature of forecast disclosures 
by management. Auditing procedures that have been suggested for the 
forecast examination are presented In Appendix D.
Audits of forecasts and attestation by CPAs are relatively new 
developments. Reporting upon forecasts at this time requires education 
of the user group and rather extensive explanations by the auditor.
The forecasting principles and reporting standards recommended in this 
chapter are designed to provide an overall framework for this type of 
attest function.
CHAPTER SUMMARY
Forecast reporting principles are similar to generally accepted 
accounting principles which govern measurement and reporting practices 
in historical financial statements. Forecast reporting principles have 
not been authoritatively defined by the accounting profession at this 
time, although such principles will be required if forecasting becomes 
a widespread practice. Forecast reporting principles are concerned with 
the form and content of published forecasts, time period covered, extent 
of detailed information presented, use of point or range estimates, dis­
closure of assumptions, updating procedures, and comparison of forecasts 
with actual results.
Forecast reporting principles recommended In this study are based
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upon careful analysis of professional literature, a simulated forecast 
experience, and judgment regarding what constitutes useful practice. A 
forecast of net Income should be presented as a pro forma financial 
statement which discloses the operating results considered most probable 
by management for the ensuing fiscal year. Public disclosure of forecast 
Information should be timely and may precede the distribution of tradi­
tional corporate annual reports. Since it is desirable for users to 
understand and be able to analyze forecasts, the forecasted Income state­
ment should disclose sales, cost of goods sold, operating expenses, 
income taxes, and earnings per share. Supplementary data for sales and 
gross profits by product lines are also desirable.
General statements about how variations In total sales will affect 
net Income should be Included in the forecast. Forecasted elements of 
net income should be presented as single valued estimates, although 
range or interval estimates for sales and net Income would be useful 
information. The forecast should Include comments by management on how 
the forecast was developed and the principal assumptions involved. 
Assumptions should be described if they are subject to variation and If 
forecasted profits are sensitive to such variations. Forecasts should 
be reviewed regularly, but revisions should be implemented at interim 
dates only to reflect changes in assumptions, inaccuracies in estimates, 
or changes in the corporate structure.
At the end of a forecast period, management should provide a timely 
report which compares actual performance with the revised forecast and 
explains material variations. A complete forecast accountability report 
should summarize the initial forecast, any revisions implemented during 
the period, and the comparative analysis with actual results.
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The forecast audit should Involve a critical examination of fore­
casted financial statements to determine their reasonableness and fair­
ness of presentation In conformity with reporting principles such as 
those recommended in this study. A forecast audit should be similar to 
historical audits except that financial Information Is prospective in 
nature and forecast reporting principles have not been previously defined 
or generally accepted by the accounting profession. Auditing procedures 
performed by the CPA must comply with certain general standards. These 
standards govern the scope and quality of auditing procedures.
Based on existing auditing standards and the nature of forecasts, 
nine auditing standards were recommended for qualifications of auditors, 
examinations of forecasts, and reports by independent auditors. Given 
adequate professional competence, the auditor must review the forecasting 
system to determine its reasonableness and extent of auditing procedures 
to be performed. The auditor must then accumulate sufficient evidence 
regarding the bases of forecast preparation. The auditor's opinion 
should concern reasonableness of the forecasting methodology, underlying 
assumptions, and presentation of information in accordance with reporting 
principles which are described in the forecast accountability report 
Issued by management.
CHAPTER VII
SUMMARY AND CONCLUSIONS 
A comprehensive study of the environment of published financial 
forecasts and the CPA's Involvement with such forecasts was presented in 
the preceding six chapters. Published technical literature was the 
foundation from which this investigation began; such literature estab­
lished forecasts as relevant information to users of financial statements 
and presented current attitudes about the environment surrounding pub­
lished forecasts. The published forecasts of Fuqua Industries, Inc., 
were analyzed for reporting practices and disclosures In order to deter­
mine items of form and content which deserved consideration.
A financial planning model, the Delphi XX developed by Arthur Young & 
Company, was used to examine the possibility of using computer models to 
generate forecasts for companies without extensive internal budgeting 
capability. Communications Industries, Inc. (Cl) of Dallas, Texas, pro­
vided input for use with the Delphi model and also served as the basis 
for an empirical forecast experiment. Cl provided a 1974 forecast which 
was, in management opinion, suitable for public disclosure, although 
actual publication was not made. Comparisons of the forecast with actual 
results were analyzed in order to address the issues of assumptions, 
technical problems, and variance analysis. This experiment served as an 




After analyzing professional literature, current practice, and the 
forecasting experiment, several reporting principles for published fore­
casts were recommended as guides to future practice. The recommended 
principles were described and supported by reasons of their need and 
importance. A final issue of concern was the Independent accountant's 
possible involvement with published forecasts. At the current time, 
the CPA is not, under the Code of Professional Ethics, allowed to vouch 
for the achievabillty of a forecast. It should not be necessary to 
change this standard since achievabillty could never be guaranteed. The 
possibility of CPA attestation to reasonableness of assumptions, fore­
casting methodology, and mathematical calculations Is feasible, and 
general auditing standards for this function were recoinnended. Develop­
ment of the forecast reporting principles and auditing standards con­
cluded the study. The following discussion summarizes each section of 
the research effort and presents major conclusions and recommendations.
SUMMARY AND REVIEW 
After discussing the purpose of this study and research methods in 
Chapter I, the objectives of financial statements and viewpoints of in­
terested groups about published forecasts were summarized in Chapter II 
to define the current forecast environment. Chapter III examined this 
environment more closely by discussing recent developments in SEC policies, 
United Kingdom forecasting practice, and the specific experience of a 
United States firm with published forecasts. The history of forecasting 
and possible usefulness of computerized forecasting models were analyzed 
in Chapter IV, and the details of an empirical forecast experiment were 
described in Chapter V. Chapter VI proposed forecast reporting principles 
and general standards for auditing financial forecasts. Each chapter
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is summarized in the following discussion.
OBJECTIVES AND RESEARCH METHODS
Users of financial statements have become Increasingly concerned 
with data concerning the future. Forecast data are not currently pub­
lished to any great extent, and independent accountants are not publicly 
involved with forecast data which are published. Since 1973, when the 
Securities and Exchange Commission revoked its ban on projections in 
SEC-filed documents, published forecasts have become an important topic 
in technical literature.
Some of the major issues in forecasting include relevance of fore­
casts to users, credibility problems of future data, forecasting procedures, 
and involvement of certified public accountants with published forecasts. 
After establishing the premise that forecasts are relevant to users, the 
major concerns of this thesis Involved forecast development, a forecasting 
experience base, forecast reporting principles, and related audit 
standards.
Research objectives and limitations. Based upon the issues which 
appeared to be most critical in the published forecast area, the fol­
lowing research objectives were formulated:
1. To investigate the usefulness of a computerized fore­
casting model as a supplement to or substitute for 
budgetary projections.
2. To provide the accounting profession with insight re­
garding the experience base necessary for auditing 
corporate financial forecasts.
3. To develop recommended forecast reporting principles 
and forecast auditing standards supporting the CPA's 
expression of an opinion on the reasonableness of 
corporate forecasting methodology.
One limitation of the study was that data for only one company was
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analyzed with a computer-based planning model, the Delphi XX. The pur­
pose of this analysis was not to demonstrate the widespread applicability 
of the model, but to determine the potential feasibility of using this 
type of model for forecasting purposes. Analysis of forecast data in 
this study was limited to the income statement. The current base of ex­
perience with published forecasts is concerned primarily with the Income 
statement, and this Information appears to be of most interest to users.
Finally, specific forms of forecast audit reports which could be 
issued by CPAs and detailed auditing procedures were not included in the 
study. It is more critical at this time to determine forecast reporting 
principles and standards by which a forecast audit would be conducted. 
Form of the CPA's opinion on forecasted financial statements and related 
auditing procedures have been recommended in other studies.
Research methods. The design and completion of this study relied 
on several research methods. A literature survey was necessary to es­
tablish the need for published financial forecasts. Secondary research 
materials are listed in the bibliography.
To investigate the usefulness of computerized forecasting models, 
the Delphi XX model was used to simulate net income for Communications 
Industries, Inc., from 1969 through 1973. The generated profit forecasts 
were compared with actual profits to determine the relative accuracy and 
usefulness of the model. Regression analysis was applied to past budget 
data of the company to determine relative predictability of revenues, 
operating expenses, and Income before taxes.
A simulated forecast experience was conducted with the participation 
of Communications Industries, Inc. The company management provided a 
profit forecast for 1974 which was considered suitable for public
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disclosure, although disclosure was not made. Actual results were moni­
tored throughout the year; problem areas, factors not anticipated, and 
changes In forecast assumptions were documented. The actual Income state­
ment for 1974 was compared with the forecast to highlight significant 
variances which would have warranted explanation in public disclosure.
This empirical forecast experiment added to the experience base which 
must be established In the area of published forecasts.
Recommended forecast reporting principles and a set of forecast 
auditing standards were developed. The reporting principles were based 
in part upon literature survey and analysis of Fuqua Industries published 
forecasts and annual financial statements. The auditing standards were 
formulated by reason, analysis of traditional auditing standards, and 
experience gained from the experiment with Communications Industries.
THE FORECASTING ENVIRONMENT
Various groups associated with financial forecasts have made state­
ments concerning the merits and limitations of published forecasts. These 
groups include financial statement users, forecast preparers, and inde­
pendent accountants. Recent attempts to formulate the objectives of 
financial statements provide relevant information concerning the issue 
of whether forecasts should be considered for publication in conjunction 
with traditional financial statements.
Objectives of financial statements. To be issued separately or in 
conjunction with other financial statements, published forecasts should 
fulfill some purpose. Many studies have outlined financial statement 
objectives, and a recent attempt was completed by the Study Group of the 
American Institute of CPAs. The general conclusion of this group was
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that financial statements should provide information which is useful 
for making decisions.^
The Study Group stated that financial forecasts should be published 
if they will help users in making reliable predictions. Prior to this 
study, the Accounting Principles Board Statement Number 4 had indicated 
that an objective of financial statements is to provide information 
that is helpful in estimating the earnings potential of a company. It 
appears that users of financial statements should be the ones to decide 
whether published financial forecasts satisfy their information and 
decision making needs.
User viewpoint. The general view held by users toward published 
forecasts is positive. Users of financial statements have been surveyed 
many times about published forecasts and about the Information which 
users consider relevant. In a recent survy, financial statement users 
listed the following six factors as Important information needs; future 
economic outlook of the company; quality of management; future economic 
outlook of the industry; expected future growth in sales; financial 
strength of the company; and expected future percentage growth in earnings
4per share.
^American Institute of Certified Public Accountants (AICPA) Study 
Group on the Objectives of Financial Statements, Objectives of Financial 
Statements (New York: American Institute of Certified Public Accountants,
1973), p. 13.
2Ibid., p. 46.
•3JAccounting Principles Board Statement Number 4, Basic Concepts and 
Accounting Principles Underlying Financial Statements of Business Enter­
prises (New York: American Institute of Certified Public Accountants,
1971), paragraph 79.
^H. Kent Baker and John A. Haslam, "Informational Needs of Individual 
Investors," The Journal of Accountancy (November, 1973), p. 67.
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In addition to the opinion that forecast information is useful, 
users feel that there is unequal distribution of forecast information.
Some companies disclose projections to security analysts who distribute 
this information selectively to their clients. The Securities and Ex­
change Commission has tried to correct this situation through its ruling 
that any forecast disclosure by companies or confirmations of outsiders' 
forecasts must be filed with the SEC to be available for public use.^
Studies have determined that financial statement users have a short- 
range outlook in decision making and that publication of one-year fore­
casts would not change this perspective. Users generally feel that cor­
porate managements have the ability to forecast within an acceptable 
degree of accuracy as indicated by opinion survey results. Finally, the 
majority of Investment transactions Involve institutional investors which 
have the necessary training to understand and use forecasts properly.
Corporate viewpoint. The overall corporate consensus is against 
published financial forecasts. The major reason cited for this negative 
attitude is fear of legal liability because of a forecast which is not 
achieved. The SEC has tried to minimize that concern by its proposed 
"safe harbor" provision; companies would not be subject to liability if 
forecasts have been prepared with care based on reasonable assumptions.
Competitor advantage and cost of publication are two additional 
reasons underlying the prevailing corporate viewpoint. Managers often 
feel that published forecasts will disclose information which will benefit 
competitors. The costs under consideration are those of developing the
^"The SEC Policy for Projections: New Problems in Disclosure," UCLA
Law Review, Volume 21 (1973), p. 249.
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Initial forecast each year and for publishing and updating this infor­
mation. Costs of publiehing and updating could be minimized by the 
possible inclusion of forecasts with traditional financial statements.
Other reasons which explain the lack of corporate participation in 
voluntary forecast disclosure include anticipated reluctance to issue 
forecasts when a decline in profits is expected, the problem of companies 
which might consistently issue optimistic or pessimistic forecasts, and 
uncertainty caused by unstable economic conditions. These reasons and 
perceived problems are not sufficient to prevent forecast publication.
The SEC has stated that discontinuance of forecast publication requires 
a filing of reasons; stockholders would be suspect of companies which 
had no substantial reason for discontinuance. Statement users would learn 
to adjust forecasts for consistent patterns of inaccuracy; legal liability 
for intentional misstatement would also act as a deterrent to unrealistic 
forecasts. Changes in economic conditions can be recognized in forecast 
updates.
Accounting viewpoint. The public accounting profession has an 
interest in forecast publication since accountants may be called upon to 
attest to forecasts and because users may feel that CPAs have some res­
ponsibility if forecasts are published in conjunction with traditional 
financial statements. Many of the national public accounting firms have 
expressed definite positions on involvement with forecasts.
Attesting to forecasts and performing some type of forecast audit 
are the potential functions of independent accountants. There are many 
arguments against attestation Including the contention that CPAs lack 
competence in evaluating forecasting techniques. A more realistic 
assessment is that CPAs have not had to evaluate forecasting systems in
186
performing the typical audit of historical financial statements. An­
other argument against attestation Is that auditors are unable to evaluate 
or change management assumptions. Assumptions require judgment In finan­
cial accounting which the auditor is qualified to exercise. If manage­
ment and auditors disagree on important assumptions, the accountant can 
withdraw from the engagement. In all cases, forecasting assumptions are 
a management responsibility, and this fact should be clearly noted in any 
forecast disclosure.
There are currently no auditing standards which apply solely to 
forecasts or any generally accepted principles to guide the presentation 
of forecast information by management. Such standards and principles 
can be developed. Independence of CPAs In their traditional audit role 
could also be undermined. The SEC does not concur that association with 
forecasts impairs Independence, since the Commission now allows the review 
and reporting on forecasts by CPAs. The potential legal liability of the 
Independent accountant may be substantial, and this fact more than any 
other explains the reluctance of CPAs to become associated with forecasts. 
The final argument is that users may believe the CPA's opinion to be a 
guarantee of forecast results; this naive point of view can be prevented 
by disclosure and user education.
Arguments in favor of attestation cite the need of qualified persons 
to examine forecasts and lend credibility to management representations.
In the United Kingdom, the experience of Chartered Accountants with fore­
casts has been extremely favorable. The accounting profession in the 
United States has always recognized its obligation to serve the public.
If attestation to forecasts will serve the public need, the accounting 
profession must accept this role or allow others to perform the attest
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function. Public demand, a favorable legal environment, and willingness 
by CPAs are factors that will determine whether independent accountants 
extend the attest function to forecasts.
FORECAST DISCLOSURE
Budgetary disclosure has not developed rapidly in the United States. 
It was only in 1973 that the Securities and Exchange Commission began 
allowing forecasts to be published in SEC-filed documents. The major 
source of futuristic information has been and continues to be security 
analysts. The lack of published forecasts in this country is in contrast 
to forecasting practice which has developed in the United Kingdom.
Forecasts by security analysts. Security analysts have been the 
major source of forecast information because they have had access to data 
and client demand to make this task worthwhile. Companies either gave 
an analyst a forecast prepared by management or provided the analyst 
with sufficient information to prepare a forecast. There are no authori­
tative guidelines or controls over the preparation of forecasts by se­
curity analysts. Each analyst is free to make his own assumptions, and 
disclosure of these assumptions is not required.
SEC regulations. Over a period of years, the Securities and Exchange 
Commission has modified Its negative position on published forecasts.
The Commission currently allows voluntary publication of earnings pro­
jections in SEC-filed documents by those companies which meet the defini­
tion of a reporting company. The SEC defines a reporting company as one 
which has been an Exchange Act company for a reasonable period of time 
and which has a history of internal budgeting.**
6Ibid., p. 248.
188
The SEC has triad to minimize the fear of legal liability by its 
proposed safe harbor provision. This provision defines the circumstances 
which would produce the greatest likelihood of a reasonable projection.
If these conditions are satisfied* a forecast would not considered a 
misleading statement of a material fact if the forecast were not achieved.^
QThis position has been upheld in the case of Beecher versus Able.
Case of Fuqua Industries. Fuqua Industries, Inc., was the most 
publicized firm to begin issuing forecasts under the 1973 SEC ruling.
The company published forecasts for 1973 and 1974 in documents separate 
from its annual reports to stockholders. The firm's auditors, Ernst &
Ernst, were not publicly associated with the forecasts in either year.
The company decided to cease forecast publication in 1974.
Forecast to actual comparisons were made for both years by the firm.
It is basically in this area that certain unacceptable practices were 
observed. During the year 1973, the original forecast was revised. The 
three documents of principal concern, original forecast, revised forecast, 
and actual results, were never presented or analyzed together. Different 
line items of income were emphasized in the different documents.
Major criticism is directed toward the form of comparing actual with 
forecasted results. No line by line income statement adjustments were 
shown between the original and revised forecasts in order to summarize 
the nature of revisions that were made. Forecasted and actual earnings
^"SEC Proposes Rules on Forecasts," Release No. 33-5581, ErnBt &
Ernst Financial Reporting Developments (Hay, 1975; Retrieval Number 
38321), p. 13.
®"SEC Undismayed by Adverse Court Ruling on Forecasts," The Journal 
of Accountancy (June, 1974), p. 16.
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per share figures were compared in a misleading way. The comparison was 
between earnings per share in the original forecast and earning per share 
based on income from continuing operations in the actual income statement 
for 1973. Since the original forecast had been restated for purposes of 
all other comparisons, the earnings per share amounts definitely were not 
comparable. Finally, there was no specific variance explantlon provided 
by management. There were comments throughout the 1973 annual report 
which could have explained some variances between forecasted and actual 
operations. The Inadequate forecast reporting principles observed in 
this case served as the basis for several recommendations in this study.
United Kingdom forecasts. In the United Kingdom, forecasts are 
not allowed to be included in annual reports, but forecast information 
is required in prospectuses and is considered desirable in takeover cir­
culars. The Chartered Accountants are involved with the allowed publi­
cation of forecasts. In a prospectus, the Chartered Accountant does not 
attest to the forecast, but must consent to the publication of his 
opinion on prior years' profits and net assets in the context that the 
opinion appears in the prospectus. The accountant would not consent to 
publication if there were reservations concerning the forecast contained 
in the same document. If a forecast Is published in a takeover circular, 
the accountant must report on the forecast with respect to reasonableness 
of accounting bases and calculations. The forecasts are clearly described 
as the sole responsibility of management.
FORECASTING MODELS
Forecasting may be accomplished through simple projection of past 
performance, complex computer models, or any number of methods between
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these two extremes. Models are abstract representations of systems, pro­
cesses, and relationships among controllable and uncontrollable variables. 
Forecasting models should be validated regarding realism and accuracy of 
output. A computer model could possibly serve as a substitute for a 
large internal budgeting staff is the model could generate reasonably 
accurate output.
History of forecasting. Even before the computer era, forecasts and 
projections were prepared by business firms. These forecasts were the 
result of rather Bimple, uncomplicated models of the business and its 
economic environment. Models have been used to forecast sales and to 
predict cost behavior. The comprehensive profit plan or budget was the 
first forecasting application to consider all aspects of company opera­
tions. Budgets were developed by manual processing of estimated trans­
action data in a manner that duplicated the historical accounting system.
With the advent of computers, more complex models could be developed 
to recognize the interaction of many input variables. These computer 
models would supposedly produce better forecasts because of their abilities 
to deal with large volumes of data and complex relationships. Computer 
models for forecasting purposes have not been used to the fullest extent, 
however, because of developmental cost considerations, preferences for 
older and more understandable budgeting techniques, resistance to change 
by managers, and problems of excessive information generated by some 
models.
Models and validation. Forecasting models require assumptions and 
inputs concerning general business conditions, industry conditions, and 
corporate plans. The precision of model output will be directly related 
to the validity of model structure, basic assumptions, and accuracy of
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Input data. A model Is validated to determine Its ability to produce 
accurate results. In validation, the ability of a model to predict is 
measured by comparing model outputs with historical results or with 
actual results which occur in future periods.
Delphi XX model. The Delphi XX is a financial planning model which 
relies upon financial statement structure, ratio analysis, and trend ex­
trapolation. The model was developed by Arthur Young & Company. Fifty- 
two Inputs are allowed, although not all of these elements are necessary 
to operate the model. The essential Inputs for income statement simu­
lation are estimated sales and the ratio of cost of goods sold to sales. 
The Delphi XX produces forecasted balance sheets, income statements, 
financial analyses, and ratios for a five-year period. This information 
could be used to evaluate the effects of alternative plans, such as 
changes in product mix, Introduction of new products, economic changes, 
and potential corporate acquisitions. Another possible use of the model 
is to provide short-run planning capability for companies without exten­
sive internal budgeting activities.
Case of Communications Industries. Communications Industries (Cl) 
provides products and services to the land mobile industry. Sales for 
1974 totaled $17.9 million and net income was $1.4 million. The pub­
licly held company has never had an unprofitable year, but its revenues 
and net Income are not readily predictable using a linear growth trend.
To test the usefulness of the Delphi XX or a similar model, the 
period 1968-1973 was selected for experimentation. The first phase was 
to determine whether the model could duplicate actual Income statement 
amounts for 1968-1972 when estimation and forecasting were not involved. 
Model output corresponded almost exactly with actual amounts for the
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five-year period, and this phase of model validation was considered 
successful.
The model was then tested for its ability to generate reasonably 
accurate forecasts. Historical validation was applied to test this point, 
and Delphi XX was used to forecast actual income statements of Cl for 
1969-1973. This simulation required the assumption that company manage­
ment could accurately estimate future sales, plant and equipment additions, 
and fixed labor, overhead, selling and administrative costs. Actual in­
puts were used for the assumed factors in conjunction with financial 
statement ratios developed from the immediately preceding year. For the 
years 1970-1972, the model generated forecasts that corresponded rea­
sonably well with actual income statements. There were large variances 
between actual and simulated results in 1969 and 1973 because of explain­
able factors.
Based on this limited validation experiment, there is reasonable 
evidence that computer forecasting models could be used to supplement 
detailed budgetary projections developed by conventional procedures. Such 
models can produce useful forecasts if management estimates of sales and 
fixed expenses are accurate and if financial statement relationships 
remain fairly stable over time.
AN EMPIRICAL FORECAST EXPERIENCE
A frequent problem cited in conjunction with published forecasts is 
that company managements and certified public accountants lack the re­
quired experience with forecasting to assess the potential problems in­
volved. This experience is gained only by practice and experimentation. 
Communications Industries, Inc., of Dallas, Texas, agreed to participate 
in a simulated forecasting experiment in order to contribute to the
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necessary experience base in forecasting. This phase of the study is 
called an experiment or a simulation because the forecast developed by 
the company was not publicly disclosed.
Communications Industries organization. Cl is part of the rapidly 
growing land mobile industry which is presently estimated at $600 million 
per year in total sales. The company began as a partnership in 1946 to 
introduce mobile radio communications to isolated drilling operations.
As the company expanded, there were two public stock offerings. Cl con­
sists of operating divisions and four wholly owned subsidiaries, Including 
two manufacturing operations, two service companies, and a parts distri­
butor .
The company does not try to compete with the giants in its industry 
such as Motorola and General Electric. Instead, Cl cultivates these com­
panies as customers for the peripheral equipment which it produces. The 
land mobile communications Industry is growing rapidly, but Cl manages 
to avoid much competition by directing its emphasis toward original equip­
ment manufacturers and users with complex communications installations.
Budgetary planning system. Communications Industries has more than 
ten years of experience with budgeting and annual profit planning proce­
dures. The budgeting system concentrates on income statement items and 
cash flows. Pro forma balance sheets are not developed. Sales budgets 
are reviewed by top management and approved by company officials who will 
be responsible for achieving actual results.
Cost of goods sold for manufactured items is based on standard cost 
Information. Manufacturing overhead costs and administrative expenses 
are traced on a llne-ltem basis to company segments Incurring these costs. 
The tendency for managers to overestimate expenses and to underestimate
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revenues Is being eliminated so that the profit planning system will pro­
duce realistic and achievable goals for an annual period.
Forecast of 1974 operations. The initial forecast prepared by Com­
munications Industries was obtained in January, 1974. The forecast did 
not require special adjustments since the internal budget was considered 
reasonably attainable and suitable for disclosure to external users. The 
forecast was expressed in a format similar to a highly condensed conven­
tional Income statement. Product line forecasts are also prepared but 
were not included in the study.
The condensed pro forma income statement met the standards proposed
9by the Forecasting Task Force of the American Institute of CPAs. The 
forecast was based on the single most probable results of operations and 
was approved by company management. The accounting principles which 
would be used to record actual transactions during the year were used in 
preparing the forecast, which was adequately documented as to bases and 
calculations.
Forecast assumptions and revisions. Management prepares a forecast 
based on assumptions about events, conditions, and circumstances that will 
most likely prevail or occur during the forecast period. All assumptions 
should be supported by reasonable evidence. Because of the numerous 
assumptions involved in any forecast, it is not feasible to develop a 
standard list of items to be disclosed for every company.
In preparing the initial forecast of Cl for 1974, assumptions were
^American Institute of Certified Public Accountants (AICPA), Presen­
tation and Disclosure of Financial Forecasts (Exposure Draft) (New York: 
AICPA, 1975), pp. 2-3.
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not specifically documented by the company In a formal fashion for pur­
poses of listing in this study. The following assumptions were Identified 
by analysis of prior year operations and discussion with the company con­
troller. The forecast assumed continuity of the existing corporate 
structure; normal raw material supplies and delivery schedules were 
assumed. It was expected that labor and material costs would Increase. 
Economic conditions affecting areas of customer demand and regulatory 
policies of the Federal Communication Commission were expected to provide 
continued short-run and long-run sales growth.
During 1974, monthly forecast reviews were performed by Cl manage­
ment, and a revision to the original forecast was made after the second 
quarter. This revision was caused by increased sales volume in two 
subsidiaries and discontinuance of a product line. In general, revisions 
in forecasts should not be made for the sole purpose of correcting fore­
casted amounts to actual amounts as the forecast period progressed. The 
Cl forecast revision was timely and acceptable In this respect.
Forecast-actual analysis. A comparison of the revised forecast and 
actual results for 1974 showed that the forecast represented 91 per cent 
of actual sales and 100 per cent of actual net Income. Actual sales 
growth exceeded expectations, but the forecast would have been sufficiently 
accurate to serve external users' needs. In general, the forecasting 
experiment was successful from the corporate viewpoint of providing a 
forecast which was substantially achelved by actual results.
In preparing the forecast reporting principles recommended in this 
study, consideration was given to several factors involved in the simu­
lated forecasting experiment with Cl. While forecasted net income was 
a precise estimate of 1974 actual net income, the profit target was
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achieved with additional revenues that were offset by additional unex­
pected expenses. In comparing forecasts with actual results, this type 
of compensating difference needs to be disclosed and explained.
Communications Industries management was helpful in providing explan­
ations of variances between forecasted and actual Income statements. Ex­
planation of variances Included factors such as Increased physical sales 
volume, increased material costs caused by the removal of price controls, 
underestimation of the effective Income tax rate, and Increased Interest 
due to higher Interest rates. This experiment demonstrated the ability 
of one firm to prepare an accurate forecast and to explain differences 
between the forecast and actual results at the end of the forecast period.
REPORTING PRINCIPLES AND AUDITING STANDARDS
Forecast reporting principles are similar to generally accepted 
accounting principles which govern the measurement and reporting practices 
in historical financial statements. A forecast audit should Involve a 
critical examination of the forecast to determine its reasonableness and 
fairness of presentation in conformity with forecast reporting principles. 
Auditing procedures for forecasts should comply with certain general 
standards governing the scope and quality of forecast audits.
Forecast definition. Projections of future operations can be pre­
pared for purposes other than forecasts of recurring operations. It is 
necessary to establish a uniform definition of the term forecast when 
used in reference to published financial forecasts intended to be issued 
on a recurring basis. The American Institute of CPAs has developed the 
most useful definition of a financial forecast which is "an estimate of 
the most probable financial position, results of operations, and changes
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In financial position for one or more future periods.
Form and content of forecasts. Forecast reporting principles are 
concerned with the form and content of published forecasts, time period 
covered, extent of detailed informtion provided, use of point or range 
estimates, disclosure of assumptions, updating procedures, and compari­
sons of forecasts with actual results. The principles recommended in 
this study were based upon careful analysis of professional literature, 
analysis of the forecasting policies of Fuqua Industries, a simulated 
forecast experience, and judgment regarding the usefulness of certain 
reporting practices.
A forecast of net Income should be clearly identified as a pro forma 
statement which discloses the most probable expected operating results 
for the ensuing fiscal year. The disclosure should be timely and may 
precede the distribution of traditional annual reports. Line items 
which should be disclosed include Bales, cost of goods sold, operating 
expenses, income taxes, and earnings per share. It would be desirable 
to include supplementary data for sales and gross profits by product 
line.
Information regarding general proflt-volume relationships should be 
presented so that the sensitivity of profits to operating variations is 
determinable. Forecasted elements of net income should be shown as single 
valued estimates, although potential ranges of sales and net Income would 
be useful information. Management remarks should be included on fore­
cast development procedures and principal underlying assumptions.
^American Institute of Certified Public Accountants, Presentation 
and Disclosure of Financial Forecasts (Exposure Draft) (New York; Ameri­
can Institute of Certified Public Accountants, 1975), pp. 2-3,
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Revision and evaluation. Revisions should be made at interim dates 
only to reflect material changes In assumptions, Inaccuracies in esti­
mates , or changes in the corporate structure. A timely report should be 
issued at the end of the forecast period which compares the original 
forecast, updated forecasts, and actual results. This forecast report 
should explain material variations between actual results and the revised 
forecast. Explanations should be provided for revisions at the time 
these changes are Implemented.
Users need to be able to assess management forecasting abilities and 
the likelihood of obtaining reasonably accurate forecasts in the future.
It is important for the forecast report to present all forecasting analyses 
in a single document. Formats used by individual firms in presenting 
this forecast accountability report will vary as will the level of detail 
in variance explanations. Sufficient information should be provided 
to enable users to understand material differences between actual and 
forecasted results and to establish the credibility of management re­
porting practices.
Scope of attestation of CPAs. In performing a forecast audit, the 
CPA would review the forecasting system, examine the procedures for de­
veloping the forecast, and determine that the form of presentation com­
plied with accepted forecast reporting principles. An audit by CPAs 
would not assure the accuracy or achievability of a management forecast.
The forecast audit should be designed to evaluate the reasonableness of 
forecasting methodology, related assumptions, and presentation of fore­
cast information by management.
Forecast auditing standards. Generally accepted auditing standards 
have been adopted by the public accounting profession for auditing
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historical financial statements. Several of these standards should also 
apply to audits of financial forecasts, but additional standards must be 
developed to recognize the unique nature of forecasted financial state­
ments.
Nine auditing standards were recommended for qualifications of 
auditors, examinations of forecasts, and reports by independent auditors. 
Given adequate professional competence, the auditor must review the 
forecasting system to determine its reasonableness and the extent of 
auditing procedures to be performed. Sufficient evidence must be ac­
cumulated regarding the underlying assumptions of the forecast. The 
auditor's opinion should concern the reasonableness of forecasting method­
ology, bases of preparation, and compliance with principles of forecast 
presentation and analysis.
CONCLUSIONS AND EVALUATION 
General conclusions and recommendations derived from the analyses 
in previous chapters are enumerated below. Recommendations apply pri­
marily to presentation of published financial forecasts and auditing 
standards for such projections. Discussion of potential areas for addi­
tional research concludes the study.
GENERAL CONCLUSIONS
A survey of professional literature, analysis of published forecasts 
by one company, a forecasting experiment, and judgment were used to form 
conclusions related to the three objectives established at the beginning 
of this study.
One objective was to investigate the usefulness of computerized 
forecasting models as a substitute for or supplement to detailed budgetary
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projections. Based on the use of the Delphi XX model, it was found that 
auch computer models may be acceptable as a supplement to detailed bud­
getary projections. Computer-based models can produce useful forecasts 
if management estimates of sales and fixed expenses are accurate and 
if financial statement relationships are relatively constant over time. 
Since several budgetary estimates are required input for forecasting 
purposes, these models could not be a total substitute for other forms 
of Internal budgeting.
The second objective was to provide the accounting profession with 
insight regarding the experience base necessary for auditing corporate 
financial forecasts. This objective was accomplished through the parti­
cipation of Communications Industries, Inc., in a simulated forecasting 
experience which demonstrated the feasibility of forecasting and permitted 
the examination of problems and issues involved. The company provided 
a reasonably accurate income statement forecast for 1974 and explanations 
of variances between the forecast and actual results.
The third objective was to develop suggested income statement fore­
cast reporting principles and related auditing standards. The recommended 
forecast reporting principles are listed below and should be observed by 
management in prepming and presenting forecast information.
1. A forecast should be presented as a pro forma financial 
statement which discloses operating results considered 
most probable by management.
2. The forecasted income statement should be based upon the 
accounting principles which will be applied to actual 
events and transactions. A summary of significant ac­
counting policies and forecast reporting principles 
should be included in the forecast.
3. The forecast should be presented on a timely basis to 
cover the ensuing fiscal year.
4. The forecast should disclose sales, cost of goods sold,
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selling and administrative expenses, Income taxes, net 
income, and earnings per share.
5. The elements of the forecasted Income statement should 
be presented as single valued estimates.
6. Assumptions which are critical to the achievabillty of 
the forecast should be disclosed.
7. Forecasts should be reviewed periodically during the 
forecast period and revised on a timely basis to reflect 
material changes in assumptions, inaccuracies in esti­
mates, or changes in corporate structure.
6. A comparative analysis between original forecast, revised
forecasts (if any), and actual results should be pre­
sented in a single document at the close of the forecast 
period. Variances should be explained with sufficient 
detail to be informative and to establish the credibility 
of management reporting practices.
Forecast auditing standards should establish the scope of a forecast
audit, the general nature of procedures to be performed, and factors to
be considered in the CPA's expression of an opinion on the reasonableness
of corporate forecasting methodology. Nine general auditing standards
were recommended dealing with the qualifications of auditors, examination
of forecasts, and auditor's report.
Standard Q-l. The forecast audit will be conducted under the 
supervision of a person who is knowledgeable of the client's 
industry and business operations.
Standard Q-2. The forecast audit will be performed by persons 
having adequate technical training and proficiency in financial 
accounting and forecasting aspects of managerial accounting.
Standard Q-3. In all phases of the examination, the auditor 
will remain Independent and exercise due professional care.
Standard E-l. The auditor will review, evaluate, and document 
the forecasting system to determine its reasonableness and 
extent of auditing procedures to be performed.
Standard E-2. The auditor will accumulate sufficient, com­
petent evidential matter regarding the bases of forecast 
preparation.
Standard R-l. The report will describe the auditor's role
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and association with the forecast and extent of respon­
sibility which he assumes.
Standard R-2. The report will Indicate whether the current 
financial forecast conforms with procedures and assumptions 
described by management.
Standard R-3. The report will express an opinion concerning 
the reasonableness of forecasting procedures and assumptions 
underlying the current forecast and the reasonableness of 
management explanations concerning attainment of the prior 
year forecast.
Standard R-4. The opinion will indicate whether the entire 
forecast report presented by management is in accordance with 
principles for such presentations as they are summarized in 
the report.
AREAS FOR ADDITIONAL RESEARCH
Additional research in the area of published financial forecasts 
should investigate the potential legal liability of Independent accoun­
tants in expressing opinions on financial forecasts. The possible dis­
closure of forecasted balance sheets, cash flow statements, and state­
ments of changes in financial position could be examined as to usefulness 
and feasibility. Detailed auditing procedures, similar to the techniques 
summarized in Appendix D, should be devised to Implement and comply with 
the auditing standards ultimately adopted by the public accounting 
profession.
APPENDIX A
MAJOR FORECASTS REQUIRED IN 




Treasury Stock Purchases or Sales
Price Earnings Ratio
Dividend Rate 
New Long Term Debt 
Interest Rate on Debt 
Debt Repayment Schedule
Production Department
Crude and Condensate Price 
Natural Gas Price 
Crude Production from Acquired 
Properties 
Non-A8Sociated Gas Production 
Gas Plant Revenue 
Miscellaneous Operating Revenue 
Development Expense 
Abandonment Expense
Lease Bonus Investment 
Producing Property Investment 
Gas Plant and Facility 
Investment 
Drilling Cost per Well 
























U. S. Flag Charter Rates 
Foreign Flag Charter Rates 
Number of Ships
Operating Costs 




Statutory Depletion Rate 
Schedule M Adjustments
Investment Credit





Gasoline Sales by Channel of 
Distribution 
New Stations Opened 
New Stations Leased 
Stations Lost
Volume per Station 
Investment per Station 
Advertising Expense 
Rehabilitation Expense 
Bulk Plant Investment 





Sale of Capital Assets 







SOURCE: George W. Gershefshi, The Development and Application of a Cor­
porate Financial Model (Oxford, Ohio: The Planning Executives
Institute, 1968).
APPENDIX B
DELPHI XX DATA BASE FOR INCOME 
STATEMENT VALIDATION, 1968-1972
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DELPHI • XX  
INPUT QUESTIONNAIRE
PREPARED By J L * * 5  __________ DATE 1974
COMPANY NAME: C m nauni c a t  1 ooa l a d u a t r f a a ,  Tar... .....................
D A T A  F IL E  N A M E: /Cl-ACTUAL /
ABBREVIATED COMPANY NAME -  - - M- - - - D-----------------------------------
This is the name which will appMr on your Delphi 
producedstatements. Eighteen characters are 
available. If  you uae let* than IB, canter the character! 
used on the space* above.
1 QUARTERS OF OUTPUT DESIRED 2_0_  A01
How many quarters of output do you want?
(Use 2 digits In response; e.g., normally all five years 
would be required, so the answer would bo 2ft.)
2 FIRST YEAR OF STATEMENTS A02
What is the first yew of the output reports, e.g., 1670 





ENT. CODE FIRST OTR. SECOND OTR THIRO OTR. FOURTH QTR.
05_ m  .139 02 . 03 043 CASH A03 OS , 1 » 06 . 07 OS
What are the ratios of Cash to 
Net Quarterly Sales?
(e.g., if cash was 20% of this 
quarter's sales, enter .20)
09 .201 10 . 11 12
13 .34 4 1* . 15 16
17 .3 14 16 . 19 20
01 .6 m 02 . 03 04
4 . ACCOUNTS RECEIVABLE Q i A M OB 69 7 06 . 07 _  .  _ 06 ’
What are the ratios of Accounts 00 .617 10 11 12Receivable to Net Quarterly 








01 005 02 . 03 04
S PREPAID EXPENSES 05- A06 OS .00 4 06 . 07 0B
What are the ratios of Prepaid 09 P 0  5 10 . 11 12
Expenses to Total Assets?
13 .005 14 15 16
17 .006 IB _. ___ 19 20
e RAW MATERIALS INVENTORY • OPENING 470 . AO0
What is the opening balance of Raw Materials Inventory?
05.
01 .5 30 02 . 03 047 RAW MATERIALS INVENTORY 
What are the ratios of Raw 
Material Inventory to Total 
Inventory?
ACT
06 .*3 5  
















8 FINISHED GOODS INVENTORY - OPENING 5 6 1 . AOS
Whit if the opening balance of Finished Good* 
Inventory/
8 FINISHED GOODS 0.5 AOS 01 470 02 . 03 04
INVENTORY 06 . 565 06 . 07 08
Whet are the ratios of 
Finiihed Goods Inventory to 
Total Inventory?
(The values for questions 7
09 .6 5 8 10 . 11 12
13 . 6 4 1 14 . 16 IB
17 . 635 18 . 19 20
and 9 mutt add to 1.001
10 TOTAL INVENTORY  
What are the ratios of Total 
Inventory to the next
JO A10 01 . 852 02 . 03 04
7 89
06 . 85 8 08 07 08 876
09 .8 4 9 10 . 11 12 758
Quarter's Gross Sales? 13 . 80 7 14 . 16 16 6 8 7
17 8 36 18 . 19 20 5 81
11 OTHER INVESTMENTS 
Whet are the values for
A11 01 86 02 03 04
06 9 . 06 07 08
Investments In Other Asaets7 09 24  . 10 11 12
(e.g., if there is S2 million
13 40 14 18 IBin Other Investment, enter 
2000.) 17 5 8  - 18 19 20
12 GROSS PLANT A EOUIP. _£L5 A12 01 1 541 02 00 04 —  *
What are the values for the OS 16 79 . 06 07 08
Gross Plant & Equipment 
Account/
(Additional investments 
in plant & equipment
09 1 80 0  . 10 11 12
13 1597  . 14 IS 16 -  -
17 1692  . 18 19 20
must be shown by increasing 
the gross value in the period 








ACCUMULATED DEPRECIATION - OPENINO 6 45Q A13
What it the opening balance of Accumulated
Depreciation?
LAND ACCOUNT 
What are the vtlues for 
the Land Account?
as A14 01 133. 02 0 3 .................. ,
07
04
06 133. 06 0B
06 134. 10 11 12
13 126. 14 IB 18
17 47. 18 19 20
DEFERRED CHARGES 
What era the rat lot of 
Deferred Charges to the 
Total A nett?
-9-S A15 01 ,00 7 02 . 03 04
06 .0 0 5 06 . 07 08
00 .0 0 4 10 . 11 12
13 .0 0 7 14 . 16 16
17 .0 0 5 16 . 19 20
LIABILITIES
ACCOUNTSPAYABLE 
What are the ratio* of 
Account* Payable to 
Quarterly Purchase*?
<LL A16 01 1 .0 6 8 02 . 03 04
06 .9 6 0 06 . 07 08
09 .7 3 8 10 . 11 12
13 .8 3 7 14 . 16 16
17 .6 2 4 18 . 19 20
DIVIDENDS PAYABLE 
What are the ratio* of
Q i A17 01 1 .9 8 02 . 03 04
06 2 .00 06 . 07 08 ______
Dividend* Payable to 
Quarterly Dividend! Declared? 
(Value* entered here will 
be used for al| quarter* 
unless you (pacify zero in 
the quarter you went thi* 
to end.)
06 1 .97 10 . 11 12
13 2 .0 42 14 . 16 16
17 l .0 0 0 18 19 20
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18 ACCRUED TAXES PAYABLE 0_5_ A1B 01 .4 0 4 02 . 03 04 .
What are the ratios of 06 2 .2 30 08 . 07 08
Accrued Taxes Payable to 
Quarterly Tax Expense?
09 .9 24 10 , 11 12 .
13 1 .426 14 . IS 16
17 1 .0 1 8 18 . 19 20
19 ACCRUED WAGES PAYABLE a L A1B 010  0 02 . 03 04
What are the ratios of 05 . 0B . 07 08
Accrued Wages Payable to 09 . 10 . 11 12 _
Direct Labor Cost per 
Quarter? 13 14 . 16 18
17 . 18 . 19 20
20 SHORT TERM NOTES J U A20 01 o. 0 02 ... _ 03 _ 04
What are the ratios of OS . 08 , _ 07 08
Short Term Notes and 09 . 10 . 11 12
Loans to Total Inventory 
plus Net Accounts 
Receivable?
13 . 14 . 15 16
17 18 . 19 20
21 DEBENTURES DUE -1 YEAR 
What are the values for
-05 A21 01 69 . 02 03 . .. 04
06 6 9 . 00 07 08
the Debentures Due in One 09 6 8 10 11 12
Year?
(This is a balance sheet item 
which will not change in 
any quarter unless specified 
by you.)
13 66  . 14 15 16
17 66 . 18 19 20
212
22 DEFERRED TAXES QJL A22 01 9\ 02 03 04
What are the values for the 06 109. 06 s i 09
Deferred Taxes Account? 09 96 10 11 12
(Quarterly Figures)
13 A 2. 14 IS 18
17 66. 18 19 20
23 LONGTERM DEBT J13 A23 01 67 3. 02 03 04 .
What are the values for the 06 604. 06 07 08
Long-Term Debt Account? 09 5 36. 10 11 12(Re-payments or increases 
of Long-Term Debt must 
be shown by changes in the
13 4 70. 14 15 16
17 40 4. 18 19 20
appropriate period.)
24 NUMBER OF SHARES J U A24 01 0 . 02 03 04
OUTSTANDING OF 06 06 07 06
NON-CONVERTIBLE PFD 
What are the values for the 
number of Outstanding Shares 
of Non Convertible Preferred?
09 10 11 12
13 14 16 16
17 18 19 20
(In thousands of shares -  
Par value is equal to $100.)
26 DIVIDEND • NON-CONVERTI­ q_l_ A26 01 0 . 02 03 04
BLE PREFERRED 06 06 07 08
What are the values for 09 10 11 12
Quarterly Dividends Per Share 
of Non-Convertible Preferred? 
(In dollars and cents.)
13 14 15 16
17 IB 19 20
26 NUMBER OF SHARES OF 
CONVERTIBLE PFD STK. 
What are the values for the
0-1- A26 01 0 02 03 04
06 06 07 06
number of outstanding shares 09 10 11 12
of convertible preferred stock? 
(in thousands of shares Par 
value is assumed to be $100.)
13 14 15 16
17 IB 19 20
213
27 DIVIDENO CONVERTIBLE A27 01 0 . 02 03 04
PREFERRED 06 06 07 06
What are the values for 09 10 11 12
Quarterly Dividends Per Share 
of Convertible Preferred?
(In dollars and cents.)
13 14 15 16
17 18 19 20
28 PAR VALUE OF COMMON STOCK .50 A28
u
What is the par value of one share of common stock? 
(In dollars and cents.)
29 NUMBER OF SHARES A29 01 672 . 02 03 04 ^
OUTSTANDING OF COMMON 05 666 . 06 07 08 _
What are the values for the OB 6 4 4 . 10 11 12
number of outstanding shares 
of common stock?
(In thousands of shares.)
13 6 50. 14 15 16 . . .
17 6 5 2 . 18 IB 20
30
—
DIVIDEND ■ COMMON STOCK a i A3C
l
01 . 0 3 !02 03 04
What are the values for 05 06 07 08
Quarterly Dividends Per Share 09 10 11 12
of Common Stock?




ui 18 19 20




ADDITIONAL SHARES OF 
COMMON STOCK 
What are the values for 
additional shares of Common 
Stock if all Conversions and 
Warrants are exercised?














17 _ IB 19 2 0 _____
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32 PAID-IN SURPLUS 
What art the valuta for the 



























33 RETAINED EARNINQ8 • OPENING
What it the opening balance of Retained Earnlngi? 
(Do not include paid-in aurplut.)
1 3 0 6 . A33
SALE8
34 GROSS SALES PER QUARTER 
What art tha valuea for Grota 
Salaa per quarter? Up to 21 
quartera.
(Bt aura to enter at least a 




























3S GROWTH RATE - QT 
GROSS SALES 
What are the valuta for the 
quarterly growth rate for 
Gross Sales?
(Even if you have entered 
the expected Gross Sales 
figures for every period in 
Question 34 above, you must 

























Whit are tha ratios for Salat 






















COST OF SALES AND EXPENSES
37 FIXED DIRECT LABOR 
What are tha valuat for 


























VARIABLE DIRECT LABOR 
What are tha ratios of 
Variabla Direct Labor to 
Cost of Goods Produced?
JU A38 01 Q_ 
06 _  
09 _


















What are tha valuta for tha 
Fixed Component of 


























40 VARIABLE OVERHEAD  
What are tha ratios of 
Variabla Overhead to Cost 
of Goods Produced?
£1 01 
06 _  
09 _  


















41 COST OF GOODS SOLD 05 A41 01 740 02 . 03 04
What are tha ratio* of Coit 06 7 04 06 . 07 09
of Good* Sold to Nat Sale*? 09 .6 9 7 10 . 11 12
13 .6 8 8 14 . IS 16 _
17 .6 9 2 18__. 19 20
42 QUARTERLY A42 01 .0 2 6 02 . 03 04
DEPRECIATION RATES OS 0 2 7 06 . 07 06
What are tha Average Quarterly 09 .0 2 9 10 . 11 12
Depreciation Rate* a* a percent 
of Grow Plant and Equipment? 
(The rate* mutt be quarterly 
tlnce depreciation it 
calculated quarterly and 
totaled to obtain annual 
figure*.)
13 .0 2 8 14 . 15 16
17 .0 2 6 18 . 19 20
43 FIXED ADMINISTRATIVE 05 A43 01 285 . 02 03 ______ , 04
EXPENSES 06 335. 06 07 08
What are the value* for 
Fixed Adminittrative 
Expenses per Quarter?
09 328 10 11 12
13 374. 14 15 16
17 416. 18 19 20
44 VARIABLE ADMINISTRA­ 0 1 A44 01 0 . 02 03 . . . . .  . __ 04
TIVE EXPENSES 06 06 . 07 08
What are the ratios of 
Variable Administrative 
Expentet per Quarter to 
Net Sales?
09 10 . 11 12
13 14 16 16
17 16 . 19 20
46 FIXED SELLING EXPENSE 
What are the valuet for 
Fixed Selling Expentet per 
Quarter?
£ 1 A46 01
06
09
0 0 2 _________ .
06 _ _
10




08 _  _ _
12
13 14 16 16




Whet arc the retioi of 
Variable Selling Expense* to 
Net Sale*?
0 1
A M 01 0 . 02 , 03 04
06 . 06 . 07 08
OB . 10 . 11 12
13 . 14 . 16 16
17 . IS  . IB 20
QUARTERLY INTEREST 
RATES ON DEBT 
What are the value* for the 
average Intereit rate* on debt? 
(Quarterly rate*.)
«LL A47 01 .0 1 7 02 . 03 04
06 . 06 . 07 08
00 . 10 . 11 12 *
13 . 14 . IS 16
17 . 18 . IS 20
REDUCTION IN INTEREST 
EXPENSE DUE TO  
CONVERSION 
What are tha value* for the 
Reduction in Interact Expenae 
If all convenion privilege* 
into Common Stock are 
exercised?
(In thousand* of dollars.)
0 1 A M 01 0. 02 03 04
06 06 07 08 _
OB 10 11 12
13 14 15 16
17 18 19 20
EXTRAORDINARY GAINS 
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APPENDIX C
REQUIRED CHANGES IN DELPHI XX DATA BASE FOR 
INCOME STATEMENT FORECASTS, 1969-1973
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The Delphi XX data base shown In Appendix B was used for Income 
statement validation of ConmiunlcatIons Industries* Inc.* for 1968-1972. 
The following data base changes were required before applying the Delphi 
model to forecast Income statements for 1969-1973 as described in Chap­
ter IV. The following revisions relate to specific Input questions 





Raw Materials Inventory - Opening 
Finished Goods Inventory - Opening
Total Inventory







A13. Accumulated Depreciation - Opening
A33. Retained Earnings - Opening
A34. Gross Sales Per Quarter 01
09
17
A37. Fixed Direct Labor
A39. Fixed Overhead
























































A49. Extraordinary Gains 01 0.0 17 0.0
APPENDIX D
COMPOSITE AUDIT PROGRAM FOR PROFIT 
AND WORKING CAPITAL FORECASTS
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I. Preliminary Review
A. Nature of business. Establish the general nature of the com­
pany's activities, its main products, markets, customers, 
suppliers, divisions, locations, labor force, and trend of 
results.
B. Relative risk. Consider whether any matters, prima facie, 
might create difficulties.
1. Business activities which are difficult to forecast.
2. Unreliable costing and accounting methods.
3. Inadequate forecasting methods.
C. Overall materiality. Identify any aspects of the business 
which are of particular importance to the ultimate achievement 
of the forecast.
1. An activity which is large in relation to the business as 
a whole.
2. Major limiting factor. Isolate the most important limiting 
factor governing the level of profits forecast by the com­
pany, such as sales potential, production capacity, or 
availability of financing.
3. Unusual operating conditions affecting the business to a 
material extent.
II. Accounting Principles
A. Obtain a statement of the accounting principles and methods 
adopted by the company.
B. Consider whether any accounting principles:
1. Have not been applied consistently during the year under 
review.
2. Are not normally acceptable.
3. Differ from those used by other parties in any takeover 
or merger.
C. Ensure that the published documents disclose the effect of any 
change in principle during the period under review.
III. Accounting System
A. Obtain copies of:
1. A manual of accounting procedures or a description of 
methods used in preparing the company's financial and 
management accounts.
2. A reconciliation of the last published audited accounts 
with the management accounts for the same period.
3. The supporting working papers.
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B. Review the methods used to determine the principal Items of 
Income and expense, assets and liabilities to establish 
whether:
1. The methods can be relied upon to produce accurate accounts.
2. There are Inconsistencies In the methods used to prepare 
financial and management accounts which might affect their 
comparability.
C. Particular attention should be paid to the practices adopted 
for the following Items:
1. Costing of Inventory.
2. Provision for inventory obsolescence.
3. Recognition of revenues for long-term contracts.
4. Treatment of intercompany profits.
5. Capitalization of research and development costa.
6 . Depreciation of fixed assets.
7. Provision for bad debts.
8. Recognition of revenues or other income, particularly goods
on consignment and sale or return.
9. Computation of cost of sales.
10. Cost of pension plan, including paBt service cost.
11. Treatment and disclosure of extraordinary items.
IV. Forecasting System
A. Method of preparation:
1. Obtain from the company statements of:
a. Procedures used when preparing forecasts for management
purposes. (Documentation by the company of the pre­
paration of the forecasts is of particular importance. 
The company should maintain records of the arithmetical 
construction of forecasts, the reasoning adopted, and 
the assumptions made.)
b. If different, the procedures used in preparing the fore­
casts under review. (If forecasting is a normal com­
pany procedure and not an ad hoc exercise, the estab­
lished basis of preparation can be examined and relied 
upon.)
2. Determine that the forecast represents management's best 
estimates of the results it reasonably expects to be 
achieved as distinct from targets which management has set 
as desirable.
3. Ascertain the persons responsible for preparing the fore­
casts.
a. Is each functional section prepared by or under the
guidance of the executive in charge of the department?
b. Are all senior executives Involved and is there ade­
quate consultation for coordination?
4. Determine that the established procedures are followed in 
practice.
5. Consider the adequacy of the procedures followed and their 
appropriateness for the business.
B. Reliability of previous forecasts:
1. Compare the budgets, management accounts and financial 
accounts for the last two financial years.
2. Investigate material variances between the budgeted and 
actual results.
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3. Consider the company's practices in revising and updating 
forecasts.
V. Examination of Profit Forecasts
A. Obtain from the company:
1. The forecasts in the form in which they are to be published.
2. The assumptions on which they are based.
3. The supporting detailed forecasts and assumptions.
4. Published interim statements, if available, for the corar* 
pleted part of the period under review.
B. Evaluate the assumptions to determine the sources of informa­
tion and the anticipated changes including the support for
those changes and whether based on internal or external sources. 
In particular, the following should be considered:
1. Volume of sales.
2. Price level of sales.
3. Productive capacity.
4. Levels of cost.
5. Availability of working capital.
6 . Any special features peculiar to the business.
C* Compare the forecast with any earlier forecast for the same
period and obtain explanations for any material changes.
D. Compare the results shown by the most recent management
accounts with the budget for the same period.
E. If the forecast results differed materially in the past from
the actual results achieved, inquire whether any alterations 
have been made to the forecasting procedures which should help 
to reduce future differences.
F. Consider the higher relative risk associated with the following
circumstances:
1. Businesses where sales levels or profit margins are es­
pecially difficult to predict.
2. New or unproven products or processes.
3. Dependence on a few large outlets or sources of supply.
4. Long-term contracts at fixed prices.
5. Long-term credit arrangements.
6 . Reorganization or disposition plans.
G. Discuss the forecasts and assumptions with the senior executives 
of each major subsidiary or division to establish that all 
relevant factors have been considered and that the views of all 
managers have been coordinated.
H. Obtain letters of representation from the senior executives 
confirming their opinion that the forecasts are properly com­
piled and are attainable.
VI. Examination of Cash Flow Forecast
A. Obtain from the company:
1. A cash flow statement for a period not less than that 
covered by the profit forecast.
a. The review should extend beyond the period reported on 
to assure that payments due soon after the end of the 
period are covered.
b. The statement should be prepared on a monthly or quar­




2. A forecast balance sheet at the end of the review period 
and at any Interim periods If available.
B. Compare the present cash flow forecast with any earlier fore­
cast for the same period and obtain explanations for any 
material changes.
C. Compare on a test basis the actual receipts and payments for 
the last three years with the budgeted cash flow statements 
for the same period.
D. Review the detailed forecasts prepared by subsidiaries or 
divisions to determine that:
1. The assumptions used for the cash flow forecast are the 
same as those used for the profit forecast.
2. The changes in level of inventories, debtors and creditors 
appear reasonable for the budgeted level of activity.
3. Planned capital expenditures and other major disbursements 
and receipts are included in the correct period.
4. The forecast balance sheet reconciles with the forecast 
level of profit.
E. Obtain written confirmation from bankers and other loan 
creditors for the overdraft and loan facilities assumed to be 
available during the period of the forecast. If material, 
obtain advice from the company's financial advisers as to the 
likely course of interest rates during the period of review.
Consolidation of Forecasts
A. Check that the forecasts of subsidiaries or divisions which 
have been the subject of detailed examination have been cor­
rectly included in the consolidated forecast.
B. Test the arithmetical accuracy of the consolidation working 
papers.
C. Determine that the forecast has been properly adjusted for 
intergroup or interdivisional transactions, unrealized profits 
and, if applicable, minority interests.
D. Review the consolidated forecast and assumptions in conjunction 
with the assumptions on which the subsidiary forecasts are 
based to establish that:
1. The assumptions on a consolidated basis are consistent 
with the detailed assumptions.
2. The consolidated forecast appears reasonable on the basis 
of the overall assumptions.
Approval by Board
Ensure that the profits and cash flow forecasts together with the 
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